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THE MONEY MANAGEMENT POWERS OF THE 
TREASURY AND FEDERAL RESERVE BANKS 


BY J. FRANKLIN EBERSOLE 


HE increase of the reserve re- 
quirements for member banks 
of the Federal Reserve System 


o%, effective after the close of 
iness on August 15, 1936, marks 


er important experimental step on 
1 of money management. To the 
ted, there is no mystery as to the 


n which bank reserves control may 


ite to the objectives sought by 
lvocates of money management. 
ney management is but a part of 
irger problem of social organiza- 
the modification or control 
tuations in economic activity. 
management, itself, is a com- 


} 


of numerous measures or devices, 
ight to contribute to the major ob- 
tive, of which bank reserves control 


bly the most important for the 
that the predominant medium 
lange is bank deposits circulating 
form of checks. The relationships 
il between money and re- 


reval 


es, between reserves and deposits, 





between deposits and loans, and be- 
tween loans and business fluctuations, 
are the basis upon which bank reserves 
control is expected to obtain money 
management results. 

Bank reserves control has two phases 

expansion and contraction. When re- 
serves expand, whether as a result of 
management or because of other hap- 
penings, banks acquire additional lend- 
ing power. If the expansion of reserves 
is substantial and prolonged, banks 
may proceed gradually to utilize them 
in the making of new loans or invest- 
ments. The proceeds of the new loans 
are taken in the form of an increase in 
deposits, and, circulating in the form of 
checks, create new purchasing power. 
Similarly, if the initial step is an ex- 
pansion of business activity, loans to 
facilitate the increase are requested of 
banks sooner or later, and decisions to 
grant or to refuse such loans, and to 
permit the consequent increase of cir- 
culating deposits, may turn upon the 
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bank’s opinion as to the adequacy or 
excess of the existing reserves relative 
to leg requirements or to estimated 
prospective needs. Any machinery by 
which reserves can be created at will 


and distributed to banks rather gener- 
ally may be expected, therefore, either 
to stimulate business expansion or to 
facilitate such expansion when and if 
brought into existence by some other 
stimulus. Larger reserves alone and un- 
aided may induce but cannot compel 
bank loan and deposit expansion. 

In contrast, bank reserves control 
when seeking contraction has more 
positive and prompt reactions. Whereas 
expansion may be optional with banker 
and business man, contraction is com- 
pulsory. When reserves shrink, whether 
as a result of management or because of 
chance events, banks find their excess 
reserves falling, usually first, below 
what they consider to be adequate, and 
second, below what is legally required 
to be maintained relative to their exist- 
ing deposits. If loans and investments 
are not reduced because the first imagi- 
nary line has been passed, such reduction 
ordinarily becomes a pressing mat- 
ter when the line legally drawn is passed 
or closely approached. Then rediscount- 
ing may be utilized to defer the pres- 
sure, but rediscounting is embarrassing. 
Not only must the banker ask for a 
loan, but such rediscounts must be 
shown upon published statements and 
reveal the dependence of the bank upon 
‘-s. Any device by which reserves 
can be contracted at will provides an 
ultimate veto upon business expan- 
sion and may force a contraction of any 
business which is dependent upon loans 
to maintain its necessary operating 
quota of deposits. It must be borne in 
mind, however, that the mechanisms 
assuring the technical control of re- 


serves expansion and contraction may 
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possess sufficient prestige to act 


psychological sequence; desired effect; 


may be obtained by mere anticipatioy 
of ultimate maximum technical actio; 


Today, these bank reserve contro. 


ling powers for expansion or contractioy 


reside in the Treasury and in the 
Federal Reserve Banks. To understand 


and appraise the significance of ea 
event subsequent to the action 


August 15, it is necessary to survey the 
powers of the Treasury and of the 
Federal Reserve Banks for creating and 


for destroying member bank resery: 
available as a bank credit base. T] 
powers of the Treasury arise from vari 


ous statutory authorizations and are of 


two kinds, those which grant initiatiy 
and discretion to the Secretary of tl 
Treasury, and others which requi 
either the direction or the approval 

the President of the United States. \\ 


are assuming that the President and th: 


Secretary of the Treasury will act as a 


unit, but that the Treasury and t 
Federal Reserve Banks are not a un 
and may or may not act as a unit. 


The action of August 15 increased 


required reserves from about 3 billi 


dollars to about 41% billion dollars, and 


thereby reduced the excess reserves 


from about 314 billion dollars to ab 


134 billion dollars. The Treasury used 
its reserve creating powers to the exten! 


of more than 300 million dollars b 
tween July 15, when the Board 

Governors of the Federal Reserve Sys 
tem announced its decision to raise r 
serve requirements, and August I5 
Thus excess reserves were reduced fro! 


about 110% to about 40% of the legal 


requirements for member banks as 
group. It is easier to treat the banks a 


a group, although the probable results 


+ 


of any course of action will be det 
mined by the fact that the percentag 


of excess reserves to required reserves 
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iform in all banks, but varies 
Yr even a minus quantity) 


t the purpose of this article, 
. determine the effects per se 
igust 15 maneuver. The res- 


wers, only, will be canvassed. 


empt will be made to forecast 


uld be done nor what will be 
t only to indicate what can be 


nder existing grants ol power, 


dministrators of the Treasury 
e Federal Reserve Banks. ‘To 


‘tent, after August 15, can the 


create new bank reserves as 


tween July 15 and August 15? 


extent can the Treasury con- 
reserves? How do 
the Treasury compare with 
Reserve Banks? 
uld be the resultant if the 
and the Federal Reserve 
rk in unison, and what if in 


these 


the Federal 


ion? To answer these questions, 


r, first, the powers of the Treas- 


ming the Federal Reserve Banks 


tral; second, the powers of the 


Banks, assuming the 
be neutral; and lastly, the 
or resultant when 


Federal 


powers 
isury and Reserve 


ke simultaneous action. 


Cash Funds 


ibility of the ‘Treasury to ex- 


o contract bank reserves arises 


its cash position and potential 


[7 


44 


in the cash and borrowings. 
nt cash position may be taken 
Daily Statement of the United 
at the close of August 
fund 


sury 
Therein the general 
wn was 2 billion dollars, but 


letailed analysis of the state- 


. extended 
30, 1936,” by 
Proclamation of January I 


1934, dec. 10, as" 


, 1930. 





ment is revealing. On the face of the 
statement, the general fund contained 
cash consisting of 422 million dollars in 
gold and silver certificates, 387 million 
dollars of deposits in Federal Reserve 
Banks, and 1,134 million dollars of de- 
posits in special depositary banks. ‘To 
these should be added the amount in 
the separate Stabilization Fund, car- 
ried on the books at 1,800 million dol- 
lars, which is available for money 
market release at the discretion of the 
Treasury. Unless extended by new legis- 
lation, the gold segregated in this fund 
will revert (a mere bookkeeping entry) 
to the general fund early in 1937.' In 
addition, the Treasury held in the 
general fund as silver bullion, carried 
at cost, 332 million dollars which, when 
and if “coined” into silver dollars and 
issued in the form of silver certificates, 
would produce about double, or 664 
million dollars, assuming the original 
cost to average one-half the coinage 
value of about $1.29 per ounce. Sum- 
marizing, the present cash funds readily 
available for manipulation total nearly 
414 billion dollars. 

To supplement the foregoing, the 
Treasury has additional potential cash 
arising from certain extraordinary pow- 
ers, any one or all of which may be 
utilized sooner or later. First, there is 
the power of the President to revalue 
the gold in the United States by chang- 
ing the present “‘Sg-cent”’ dollar to a 
““so-cent”’ dollar. Such would 
add more than 1,900 million dollars to 
the cash funds of the Treasury. To 
state the effects of further gold de- 
valuation by the United States in such 
simple terms is naive. The possible 


action 


repercussions are numerous and are 
particularly important in determining 


1930, pp. 52-83. 


February, 1934, py 


oc OH: 
p. §-0035 


February, 
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Federal Reserve Bank reserves. Fur- 
thermore, devaluation of gold should 
not be considered apart from the silver 
devaluation and purchasing policies. 
The President also has power to de- 
value the silver dollars in the United 
States and the silver bullion in the 
Treasury to the same extent that the 
gold dollar is devalued. To revalue such 
present silver holdings to a 59-cent 
dollar would produce more than 1,300 
million dollars of cash funds. To re- 
value them later from 59 cents to 
50 cents would add nearly 600 million 
dollars. Purchases of additional silver 
bullion by the Treasury appear proba- 
ble for some time to come, but it is more 
convenient to confine the present 
analysis to the potential seigniorage 
and profit upon the gold and silver 
holdings as they existed on August I5, 
1936. Perhaps, also, we should overlook 
the power to revalue the subsidiary 
silver coinage at a profit of 335 million 
dollars, more or less, assuming that the 


recoinage. Most important, of all the 
money manufacturing “‘assets,” there 
is the further power of the President 
to direct the Secretary of the Treasury 
to issue “greenbacks” (United States 
notes) to the extent of 3 billion dollars. 
Summarizing, these items of potential 
cash funds total more than 7 billion 
dollars. 

The present and the potential cash 
funds of the Treasury, combined, there- 
fore total 1114 billion dollars, all of 
which is available presumably for 
manipulation in money management. 


Treasury Expansion 

How does and could the Treasury 
use its cash funds for money manage- 
ment? If the Treasury wishes to expand 
bank reserves generally throughout 
the United States, it can check out its 








Harvard Business ‘Review 


present and potential balances in the 
Federal Reserve Banks. Whenever the 
Treasury draws its checks in payment 
of expenses or to redeem bonds, mem- 
ber and nonmember banks must per- 
force receive such checks on deposit 
from their customers. In the regular 
course of business, the checks are for- 
warded, for collection, to correspondent 
banks who give credit therefor finally, 
directly or indirectly, on the books of 
the Federal Reserve Banks. By this 
method, treasury deposits in Federal 
Reserve Banks are converted readily 
into member bank reserve deposits 
at Federal Reserve Banks. The 
Treasury’s balance of 387 million 
dollars at the Federal Reserve Banks 
could be augmented by 1o billion 
dollars; that is to say, the Treasury 
could deposit its present holdings of 
gold and silver certificates, its silver 
bullion after conversion into certifi- 
cates, the balance in the Stabilization 
Fund, and the potential cash arising 
from the use of the extraordinary 
powers to revalue gold and silver and 
issue greenbacks. Therefore, the aggre- 
gate expansibility of member bank 
reserves by treasury action totals more 
than 10 billion dollars. Incidentally, 
Federal Reserve Bank reserves would 
be increased by these new treasury 
deposits. 


Treasury Contraction 


If, on the other hand, the Treasury 
should wish to contract bank reserves 
generally throughout the United States, 
it could be done by two methods. First, 
the Treasury can withdraw all or a 
part of its deposits in the special 
depositary banks, now totaling more 
than 1 billion dollars. Second, it could 
sell, simultaneously or later, new issues 
of United States securities to banks or 
to depositors in banks, taking the 
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ceeds in the form of checks which 
iid then be collected and, directly 
indirectly, paid by a transfer from 
bank-owned reserve deposits in Federal 
Reserve Banks to the Treasury’s de- 
account in the Federal Reserve 
Banks. Assuming that the quantity of 
lnited States securities, salable at 
me price, is unlimited and that the 
ceeds would be held unspent in the 
of treasury deposits in Federal 
Reserve Banks, the power to shrink 
ber bank reserves is unlimited! 
Similarly, the Treasury could shrink 
leral Reserve Bank reserves at will 
- simple device of asking for the 
mption of its present and potential 
t balances in the Federal Reserve 
and taking payment in gold 
ertificates or lawful money, holding 
m unspent in the Treasury as a part 
the general fund balance. The 
ic controversy over “The Inde- 
ndent Treasury” may be revived! 
lhe foregoing calculations have been 
t forth in the simple terms of ultimate 
mits. There is no assurance that pres- 
statutes will not be changed in 
ther direction. It is reasonably certain 
t, in approaching the limits, second- 
repercussions, economic or psy- 
gical, or extraneous events will 
luce forces setting different limits. 
generally recognized that timeli- 
in any form of management re- 
the amount of force or energy 
must be expended to obtain a 
objective. It may be found, 
refore, that one or two billions, 
ely applied in either direction, will 
ieve the results desired. Be that as 
y, itis apparent that the Treasury, 
good or ill, possesses an enormous 
wer with respect to the manipulation, 
not the control, of member bank 
rves. Perhaps it should be repeated 
his point that the foregoing and the 


} 
Ie 





next succeeding calculations have been 
made on the assumption respectively 
of neutral Federal Reserve Banks anda 
neutral Treasury. 


Federal Reserve Expansion 


On or about August 15, the Federal 
Reserve Banks had total demand 
liabilities of 1034 billion dollars, re- 
serves of 814 billion dollars, required 
reserves of about 4 billion dollars, and 
excess reserves of 414 billion dollars. 
Assuming that their required reserves 
are 40% of any demand liabilities, it 
would be possible, upon the basis of 
these present excess reserves, to expand 
Federal Reserve Bank deposits and 
notes to the extent of more than 11 bil- 
lion dollars. Such added deposits and 
notes might arise from rediscounts for 
member banks or from purchases of 
additional government securities. In 
consequence, the excess reserves of 
member banks would be increased to 
the same extent, assuming that their 
required reserves would not be increased 
by rising individual deposits and that 
their actual reserves would not be 
decreased by customers demanding 
additional hand-to-hand currency in 
excess of the amounts produced by the 
present policy of gradually increasing 
the amount of silver certificates in 
circulation. In addition, or separately, 
by reversing the action of August 15 
and thereby reducing reserve require- 
ments, excess reserves of member 
banks could be increased about 114 bil- 
lion dollars. 


Federal Reserve Contraction 


If, on the other hand, the Federal 
Reserve Banks should wish to contract 
bank reserves, their holdings of United 
States securities, totaling 2.4 billion 
dollars, could be sold to banks or de- 
positors of banks, the proceeds being 
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taken in the form of checks which 


il 





would be collected and paid, finally, 
by member banks drawing upon and 
thereby reducing their reserve deposits 
with the Federal Reserve Banks. Also 
the Federal Reserve Banks have the 
power to increase the required reserves 
of member banks a remaining 50% of 
the July 15 base (equivalent to 3313% 
of the post-August-15 base), or by a 
sum of approximately 114 billion dol- 
lars. Here, too, it is an oversimplifica- 
tion to use the apparent statistical 
limits as if they would be reached 
in actual practice. In a race for con- 
trol, with both contestants unfolding 
their powers simultaneously, the test 
of limits is important. Without such a 
race, a well defined policy, convincingly 
begun, will engender enough “‘coopera- 
tion’? to make full use of any limits 
quite unnecessary. 

Selling of United States securities by 
Federal Reserve Banks tends to reduce 
actual member bank reserves, but an 
increase of reserve requirements merely 
changes the calculated amount of the 
excess (or deficient) reserves. That such 
selling of securities merely tends to 
reduce member bank reserves arises 
from the fact that the checks drawn to 
pay for such securities bought from the 
Federal Reserve Banks will not be 
drawn upon member banks in propor- 
tion to their present excess reserves. 
Some banks do not have excess reserves. 
Some banks will insist upon main- 
taining excess reserves. Consequently, 
either the selling of United States 
securities or a further step-up of reserve 
requirements will lead numerous banks 
to fortify their reserves by rediscount- 
ing or by selling from their portfolios. 
Some member banks will be unable or 
unwilling to sell enough securities to 
shift the pressure to other banks. There- 
fore, some rediscounting is certain to 
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result. To that extent the Federal Re- 
serve Banks will be creating credits 
which will reduce the statistical (not 
the psychological) weight of their then 
projected contraction. The net resul 
cannot now be forecast, but, for cop- 
venience, we may assume that, if th 
Federal Reserve Banks do their utmost, 
actual member bank reserves would be 
contracted nearly 214 billion dollars, 
and the present excess reserves would 
be reduced to a deficit of required 
reserves, unless relieved by rediscount- 
ing amounting to more than 2 billion 
dollars. 

It is apparent that, if permitted t 
act independently, the Federal Reserve 
Banks have substantial powers for ex- 
pansion and adequate powers for con- 
traction of member bank reserves. 


Simultaneous Action, Treasury and 


Federal Reserve Banks 


If, however, the Treasury and the 
Federal Reserve Banks should act 
simultaneously, either in unison or in 
conflict, as is more probable than 
separate neutrality of either, what are 
the several possibilities ? 

If the Treasury wishes to encourage 
or facilitate bank credit expansion when 
the Federal Reserve Banks seek con- 
traction, and each should proceed to 
move toward the present statistical 
limits, the Treasury’s expansibility of 
more than 10 billion dollars would 
exceed the Federal Reserve Banks’ con- 
tractibility of 214 billion dollars. [1 
fact, the Treasury could dominate 
without using any of its extraordinar) 
powers to produce “potential’’ cas 
funds! 

If the Federal Reserve Banks wis! 
to have expansion when the Treasury 
seeks contraction, the Federal Reserve 
Banks could create more than 12} 
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n dollars of excess member bank 
ves, which, added to the present 
ss reserves, would mean total ex- 
reserves of about 1414 billion dol- 
\t first glance it appears that the 
iry could withdraw its 1 billion 
re dollars now with the special 
sitaries, taking drafts on their re- 
‘s, and would need to sell more 
13 billion dollars of new United 
; securities, holding the proceeds 
as an unspent deposit in the 
ral Reserve Banks, to counter- 
nce. It would not be difficult to sell 
new government bonds while the 
ral Reserve Banks were manufac- 
¢ bank reserves so liberally. The 
yonds would probably be sold in- 
y to the Federal Reserve Banks; 
k rediscounting would probably not 
ease during such a contest. Upon 
analysis, however, it becomes 
it that as an outside limit the 
sury would not need to sell more 
3 billion dollars of new securities! 
exacting settlement payments from 
ederal Reserve Banks, in the form 
ful money drawn from their re- 
for the present 387 million dol- 
l'reasury deposits in the Federal 
Banks, for the 1,134 million 
that can be drawn from the 
depositary banks, and set- 
checks on the Federal Reserve 
iks, and for the first 3 billion dollars 
new securities sold, the present excess 
ves of 414 billion dollars of the 
ral Reserve Banks would be ex- 
isted. It would probably be easier to 
the 13 billions than the 3 billions, 
idering the different circumstances, 
by either method the Treasury 
1 dominate Federal Reserve Bank 
meee 
lf the Treasury and the Federal Re- 
Banks simultaneously seek either 
nsion or contraction, the joint pos- 


sibilities are so enormous as to be 
fantastic and therefore purely conjec- 
tural. Since any reserves newly created 
(or destroyed) by the Treasury origi- 
nate as deposits (or withdrawals) of 
lawful money in the Federal Reserve 
Banks, the results are compounded by 
the separate expansibility enjoyed by 
the Federal Reserve Banks upon the 
basis of such added (or reduced) lawful 
money reserves. 

In any tug-of-war between the Treas- 
ury and the Federal Reserve Banks 
some further considerations must be 
mentioned and weighed. First, do the 
Federal Reserve Banks have the power 
to borrow funds in the open market, 
and if so, could such a power be used 
to such an extent as to negate the 
Treasury’s expansibility ? The possible 
illegality of such borrowing, the im- 
probability of its use, and the unknown 
extent of its usableness warrant its ex- 
clusion from these calculations. Second, 
any speculation as to the possibilities 
in the present financial organization 
and situation must take account of the 
indirect effects of past and prospective 
gold devaluation in determining the 
dependence of the Federal Reserve 
Banks upon treasury monetary policy. 
Assuming the other nations to make no 
similar changes, further gold devalua- 
tion by the United States would prob- 
ably tend to increase imports of gold, 
thereby increasing Federal Reserve 
Bank reserves. Contrariwise, revalua- 
tion upward—or such monetary tinker- 
ing as would destroy foreign confidence 
in the ultimate value of the dollar 
would tend to promote gold exports, 
and a reduction of Federal Reserve 
Bank reserves. To some extent, there- 
fore, the Treasury may control the re- 
serves of the Federal Reserve Banks 
indirectly through foreign gold flows, 
as well as directly by its deposit and 
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withdrawal rights more fully described 
herein. Gold devaluation by the United 
States might perhaps be used success- 
fully to counterbalance any tendency 
for gold to move outward for any cause 
whatever, monetary or otherwise. The 
estimates made herein obviously as- 

ime that our gold stock will remain 
1 by foreign flows or domestic 


} . 
Incnangeda Dy 


production. There is considerable rea- 
son for assuming that our gold holdings 
will not be reduced except by treasury 
‘sign, because gold exports are subject 


) treasury regulations and discretion- 


ci¢ 


ary license.? 

If the Treasury should wish to re- 
nounce its powers and to make the 
federal Reserve Banks the beneficiaries 
thereof, the required steps are few and 
simple. First, the 351 million dollars of 
gold in the general fund and the 1,800 
million dollars of gold in the Stabiliza- 
tion Fund could be deposited in the 
Federal Reserve Banks and used to 
purchase and retire all but 275 million 
dollars of the United States securities 
held by the Federal Reserve Banks. 
Second, the Federal Reserve Banks 
could then increase member bank re- 
serve requirements by the remaining 
3344% of the post-August-15 base, 
and, simultaneously, purchase about 
114 billion dollars of United States se- 
curities from member banks, or others, 
in order to provide (1) the Federal Re- 
serve Banks with earning assets to meet 
expenses and (2) member banks with 
enough reserves to maintain their pres- 
ent excess reserves without causing an 
immediate general financial disturb- 
ance. Third, the Treasury could agree 
to maintain or change its present bal- 
ances in the Federal Reserve Banks 
and in the special depositary banks in 
accord with instructions from the 


Federal Reserve Banks. 


2 Federal Reserve Bulletin, February, 1934, passim. 


3 Act of May 12, 1933, Sec. 43, paragraph (b) (2), as 


By these three steps, the Federal Re- 
serve Banks would acquire, on the one 
hand, enormous gold reserves for ex- 
pansive use when and if needed, and, 
on the other hand, ample contractile 
power as to member bank reserves by 
the power (1) to sell 134 billion dollars 
of United States securities, and (2) t 
order the 1,134 million dollars of treas- 
ury deposits in the special depositary 
banks shifted to the treasury deposits 
in the Federal Reserve Banks. The total 
contractile power would exceed excess 
member bank reserves by enough to 
compel them to apply for rediscounts 
totaling more than 1 billion dollars, 
assuming that the mere launching of 
such a restrictive policy would not 
shrink bank lending and individual de- 
posits. There is no doubt that the 
Federal Reserve Banks stand ready to 
take over full control of the manipula- 
tion of bank reserves whenever and if 
the Treasury relinquishes its present 
authority. 

The foregoing assumes that the 
Treasury would not use any of its other 
powers, such as to “coin” the silver 
bullion on hand, to purchase more silver 
bullion, to issue United States notes, to 
devalue gold and silver, or to refuse 
licenses to export gold. A mere an- 
nouncement by the Treasury of self- 
denial as to these enumerated powers 
would have an uncertain weight. Ap- 
propriate congressional action would be 
somewhat more assuring. 

Congressional inaction may prove to 
be more important than congressional 
action because some of the existing 
powers of the Treasury are limited as to 
duration. For instance, the authority 
of the President to fix the weight of the 
gold dollar, silver dollar, and subsidiary 
silver expires January 30, 1937.° Th 
authority to issue 3 billion dollars oi 


amended by the Act of January 30, 1934, Sec. 12, and 


extended for one additional year from January 
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nited States notes is without limit as 
time.‘ A part of the cash funds which 
be created by the “coinage” of 
nt treasury holdings of silver bul- 
has been deferred by executive 
n, but such action may be revoked 
modified at any time.® Therefore, 
ut congressional action before 
xt February, it appears that the ag- 
gate reserve creating power of the 
ury would then be reduced from 
present 10 billion or more dollars 
ut 614 billion dollars—enough to 
nket any unsanctioned attempt of 
Banks to force 


Federal Reserve 


tion. 


d 1 


e power of the Treasury to domi- 
and to control the bank reserves 
ition has been made plain. The role 
the Federal Reserve Banks is merely 
of initiative and cooperation, as 
lified by the opportunity to attempt 
rsuasion while subject to the Treas- 
y’s coercive veto. The action of 
\ugust 15, shrinking reserves, could 
have been taken without treasury 
tion. The Federal Reserve Banks 
lead, but the final responsibility 
ts with the Treasury. 
lhe general significance to bankers 
nd business men of the Treasury’s 
minance is equally plain. ‘The judg- 
nt, the discretion, or the whim of 
sury management under the same 
hifting administrations may deter- 
ine the prevailing policy. A strong, 
ifed, intelligent public opinion is 
led to lead or to support treasury 
n. As it now is, no rule of action 
been created by law or by precedent 
ruide the Treasury. In consequence, 
cial and banking administrators 
he Presidential Proclamation of January Io 
Federal Reserve Bulletin, May, 1933, pp. 317-318; 


VY, 1934, p. 66; February, 1936, pp. 82-83. 
f May 12, 1933, Sec. 43, paragraph (b) (1). 


must engage experts to guess, from day 
to day, prospective treasury policy, 
and must grope, during a long period of 
experimentation, for adequate means of 
utilization or insulation. 

The ability of the United States to 
export an enormous quantity of gold is 
apparent. The Treasury and the Fed- 
eral Reserve Banks could provide more 
than 7 billion dollars for export with- 
out necessarily restricting the present 
extraordinary volume of circulating de- 
posits and excess reserves of member 
banks. Should we achieve an export 
of but 3 billions, the United States 
would make a substantial contribution 
to world business recovery. 

Finally, attention should be directed 
to the possibilities of financial control, 
such as the Federal Government may 
wish to exercise, by the use of other 
measures chan those operating through 
the banking mechanism as herein set 
forth. Government expenditures and 
tax measures may affect the velocity of 
circulation of available currency and 
deposits, the borrowing propensities of 
business concerns and of individuals, 
and the allocation of capital provision 
between banks and investors. Likewise 
the new power of the Board of Gov- 
ernors of the Federal Reserve System 
to regulate margins on stock exchange 
collateral loans may determine the 
amount of speculative holdings of se- 
curities financed by loans. To pursue 
the money market controls arising from 
the power of the Board of Governors of 
the Federal Reserve System to change 
margin requirements and from other 
types of regulation and supervision by 
the Securities and Exchange Commis- 
sion is quite outside the purview of 
this article. 


Federal Reserve Bulletin, May, 1933, p- 317. 


Secretary of the 


5 Letter from the President to the § 
Treasury, August 13, 1934. Federal Reserve Bulletin, 


September, 1934, p. 566. 
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AUSTRALIAN RECOVERY AND GOVERNMENT POLICY 


BY D.B 
ARADOXICAL as it may seem 


in a world that is still engaged in 
restoring economic activity in so 
many countries, there was a period 
the end of 1935 when Australian 
government and banking authorities 
were seriously considering whether the 
pace of recovery was not too rapid. The 
proximate cause of this was the fall in 


liquid banking reserves abroad, follow- 


ing the low export prices of the year 
1934-1935, and the high imports that 
accompanied internal recovery. There 
were other conditions which gave rise to 
the view that the policy of expan- 
sion might be pressed too far and too 
rapidly. ‘Thus governments were com- 
peting with private enterprise for the 
supply of loanable capital, and the ag- 
gregate loan expenditure of govern- 
ments was expanding. It was felt by 
bankers that there would be insufficient 
capital available to meet the demands 
of both public and private enterprise, 
and that interest rates would rise. This 
might lead in turn toa credit stringency 
that would affect adversely the growth 
of private investment. More serious 
students of economic fluctuations drew 
attention to the difficulty of maintain- 
ing a scale of economic activity that 
seemed to depend upon relatively heavy 
public borrowing, the proceeds of which 
were not always spent upon reproduc- 


fe. } 
tive WOrks. 


The Australian Recovery 

This is perhaps the simplest way of 
stating that Australia has achieved a 
large measure of recovery. Unemploy- 
ment has fallen in the last four years 
from about 30% to 12% of trade 
unionists. Before the depression the 


. COPLAND 


percentage of unemployment was ap- 
proximately 10%. As the working pop- 
ulation has increased by about 6% 
since 1929, there are now more workers 
engaged in industries of all kinds than 
in 1929. The real income of the country 
is about the same as in 1929, though 
the money value of the national income 
has fallen by about 20%. Real income 
per head is of the order of 5% below its 
pre-depression level. The volume of 
exports has increased by 20%, but 
prices in sterling values are still, on the 
average, 35% below the pre-depression 
position. Import prices are down by 
about 20%, so that the expansion of 
exports has not quite made up for the 
adverse movement in the terms of 
trade. There has, however, been a con- 
siderable expansion of manufacturing 
production competing with imports, 
and this has compensated the country 
for the loss incurred by the lower 
export prices. Rates of interest have 
remained fairly low in spite of the in- 
creased demand for capital, the bond 
rate fluctuating around 334% over the 
past twelve months. The budgetary 
position has steadily improved, though 
the States have found considerable 
difficulties in securing a completely 
balanced budget, including provision 
for sinking funds. But taking the States 
and the Commonwealth together, and 
including the expenditure of nine 
million Australian pounds for sinking 
fund, there was a surplus of approxi- 
mately one million Australian pounds 
for the year 1935-1936. 

This is on the whole a very creditable 
performance in the face of considerable 
obstacles, political and economic. No 
democracy willingly goes into reverse 
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in its financial policy. In some 
nects Australia was forced to do this, 
her recovery is in some measure 


had been followed for ten years 
re the depression. But it would be a 
it mistake to assume that the defla- 
n involved in this reversal of policy 
fers a complete explanation of the 
gress she has made in the past four 
ears. Too much attention both within 
| outside of Australia has been given 
the orthodox features of Australian 
economic policy in the depression. The 
isiness world likes to draw attention 
the success of “‘sound”’ measures, 
nservative politicians bask in the re- 
cted glory of “‘sound”’ policy, and 
lical politicians like to taunt their 
pponents with having bowed the knee 
to the bankers and industrialists in 
restricting credit and reducing wages. 
[t is true that Australia undertook 
me very drastic measures of deflation, 
they were not one-sided and they 
vere not all orthodox. Moreover, the 
easures of deflation are only one side 
the picture. There were also meas- 
ires of inflation, and a substantial 
ount of direct government action 
esigned to ease the difficulties of pro- 
lucers and unemployed. Some of this 
vernment action constitutes an ex- 
ension of the policy of social control of 
isiness that had already proceeded 
in Australia before the depression. 
We must not, therefore, think of 
\ustralian recovery as having been 
irried out in anything but a spirit of 
mpromise—a blend of deflation and 
nflation, of encouragement of private 
enterprise and government control. 


fustralian Recovery Policy 
| can only sketch this policy in out- 
ne. First, it is necessary to say a word 
the administrative agencies through 


which the policy was derived and ad- 
ministered. In doing so I should not 
like to give the impression that there 
was a carefully devised plan which was 
put into operation step by step. There 
was something of a plan in the action 
taken over the years 1930 to 1932 when 
the basic measures were adopted and 
the Australian economists played a con- 
siderable part in securing both official 
and popular support for the necessary 
action. The institutions mainly respon- 
sible for the basic measures were the 
Commonwealth Arbitration Court, the 
Premiers’ Conference and the Loan 
Council, the Commonwealth Bank and 
the largest trading bank, namely the 
Bank of New South Wales. Among 
them these institutions had the power 
of initiating policy on wages, budgets, 
currency depreciation, interest rates, 
and credit expansion. But some of the 
measures taken—as, for instance, the 
conversion of the internal debt of 522 
million pounds and the budget policy— 
required the approval of legislation by 
the Commonwealth and the six State 
Parliaments. This approval was given 
at the time of acute crisis in 1931 when 
the Premiers’ Plan was formulated, but 
it was given largely because the plan 
was comprehensive and fair, and be- 
cause it rounded off measures that had 
already been taken in reducing wages 
by order of the Arbitration Court, and 
in depreciating the currency following 
action taken by the Bank of New South 
Wales. The Commonwealth Arbitra- 
tion Court is the leading industrial 
tribunal. Though there are State Courts 
in four of the States and Wages Boards 
in the other two, the Commonwealth 
Court tends to set the standard of 
wages and working conditions. It was a 


great advantage to Australian industry 


that the Commonwealth Court had 
won such a position. In a test case at 
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the end of 1930 the basic wage was 
reviewed and reduced by 10%, in addi- 
tion to the automatic adjustment of 
wages quarterly to movements in the 
cost of living. This brought the Com- 
monwealth basic wage down by 25% 
to 30% by the end of 1931. 

As regards the depreciation of the cur- 
rency there was an attempt by the 
Commonwealth Bank and most of the 
trading banks to hold up the value of 
the Australian pound against a very 
adverse balance of payments. This ac- 
tion was approved by the governments 
which had to meet heavy interest on 
the public debt to Great Britain and 
the United States, and were afraid 
of the additional charges in Australian 
currency caused by the depreciation of 
the currency. But with export prices 
falling rapidly, overseas liquid reserves 
were being quickly absorbed in meeting 
current obligations. Internal gold re- 
serves were also mobilized at the end 
of 1929 when the formal act of depart- 
ing from the gold standard was taken. 
Step by step the banks were forced to 
lower the sterling value of the Austra- 
lian pound until the beginning of 1931 
when the Bank of New South Wales 
quoted a rate that was more nearly in 
keeping with the market rate. By the 
end of January the rate had risen to 
30% premium on sterling. 

These two steps, the reduction of 
money wages and the depreciation of 
the currency, were constructive meas- 
ures in that they helped to mitigate 
the extreme difficulties under which the 
primary producer was working. The 
argument advanced by the economists 
was that costs had to be reduced as 
far as practicable, but the fall in ex- 
port prices was so severe that deflation 
alone could not solve the problem 
of the export producer. The deprecia- 
tion of the currency would stop the fall 





in export prices and give both the banks 
and the governments a means of avoid- 
ing the worst features of the world-wide 
deflation that was then in progress, 
From the beginning of 1931, in fact, the 
fall in export prices was checked, and 
there was a long period of fluctuation 
about the low level of that date. This 
was in sterling values about 50% below 
the pre-depression figure. Later, when 
Great Britain went off the gold stand- 
ard, Australia held her margin of 30% 
off sterling. It will be remembered that 
this was in September, 1931, just at 
the opening of the export season in 
Australia. Meanwhile, as we shall re- 
cord below, the Premiers’ Plan had 
been adopted, and there was some 
tendency for capital to return to Aus- 
tralia. This, together with the slight 
rise in export prices that at first fol- 
lowed Britain’s departure from the gold 
standard, caused Australian balances in 
London to improve. There was a fear 
that the exchange would come back 
again sooner or later to parity with 
sterling, and the private banks were 
unwilling to make forward commit- 
ments at the ruling rate. 

At this stage the Commonwealth 
Bank in December, 1931, accepted the 
responsibility of controlling the rate of 
exchange by buying and selling at rates 
to be fixed by it weekly. The rate was 
dropped to 25% from 30%, an act 
which had important effects on the 
capital market. This rate has been ad- 
hered to since, but at the time the 
action of the bank gave the impression 
that it would lower the rate as oppor- 
tunity offered. Consequently, confi- 
dence in the currency was completely 
restored, and there was a considerable 
return flow of capital as well as an in- 
creasing volume of short- and long- 
term capital seeking investment in a 
currency that appeared reasonably 
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ble in an unstable world. Thus the 
oparently deflationary action of re- 
ing the rate of exchange (appreci- 
ng the currency), was followed by 
| expansion of investment that played 
werful part in stimulating recovery. 
nly remains to add that the Com- 
nwealth Bank has no rigid charter 
| that by the middle of 1932 it had 
n relieved of almost all statutory 
bligations except the duty to hold a 
cal reserve against the note issue of 
}, rising to 25 % in three years. This 
edom of action had important conse- 
nces in the bank’s relation with the 
vernments. 


The Premiers’ Plan 
Che Premiers’ Conference grew to be 
important formal occasion for a 
eeting of the Commonwealth and 
tate governments, though it has no 
itutory basis. Supplementing this 
vas the Australian Loan Council, at 
t also without statutory recognition. 
Under an important amendment to the 
\ustralian Constitution made in 1928 
Loan Council became a key body. 
approval was necessary before loans 
ild be raised or any action taken with 
rard to the public debt. It was com- 
d of the Treasurers of the seven 
vernments, and apart from its statu- 
‘duties it provided an opportunity 
frequent consultation among the 
ernments. This was to be of great 
mportance as the financial crisis be- 
ame more serious. All the governments 
1 deficits in 1929-1930, and during 
landslide in prices and economic 
tivity of 1930-1931, these deficits 
ew at an alarming rate. By April, 
1931, they were estimated to be of the 
rder of 40 million pounds in budgets 
taling 190 million pounds. It was 
ecessary to borrow to finance the defi- 
ts. Thus the amount of a deficit be- 


came a matter for formal determination 
by the Loan Council. As the govern- 
ments were unable to raise funds in the 
open market, they had to rely upon the 
assistance by the Commonwealth and 
trading banks. Hence there was built 
up through the Loan Council a con- 
venient channel through which the 
governments and the Commonwealth 
Bank could carry on negotiations. This 
was very important. The bank could 
press the governments to take action 
to reduce their deficits; the govern- 
ments could press the bank to indulge 
in some measure of inflation to finance 
deficits and to provide funds for a mini- 
mum program of public works. From 
these discussions, though after much 
controversy and uncertainty, came the 
action out of which the Premiers’ Plan 
was evolved. The Loan Council ap- 
pointed a sub-committee of its mem- 
bers in April, 1931, to confer with 
experts and to evolve a plan for adjust- 
ing the public finances over a period of 
years. 

This sub-committee convened a com- 
mittee of experts consisting of econo- 
mists and under-treasurers, who in the 
end reported independently. Their re- 
port was adopted by a Premiers’ Con- 
ference in June and this report came 
to be known as the Premiers’ Plan. 
Briefly, the plan contained the follow- 
ing features: 


(a) Following the precedent of the Arbi- 
tration Court a standard of 20% economy 
in adjustable expenditure was stipulated. 
Adjustable expenditure was defined as all 
government expenditure exclusive of debt 
charges, exchange on these charges, and pro- 
vision of unemployment relief. It amounted 
to approximately two-thirds of total expen- 
diture by all governments. 

(b) Taxation was to be increased where 
possible through income tax, sales tax, and 
primage duties on imports. 
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(c) As the deficit was still thought to be 
too large, when allowance was made for 


these economies and additional revenue, 


and as fixed debt charges were considered 
to be too high, it was pr posed to convert 
the whole of the internal debt of 522 million 


) a lower rate of interest by a 


pounas to 
‘“‘voluntary”’ conversion loan. 

(d) Action to reduce interest on private 
bts and rents was also recommended. 
(e) The remaining deficit was to be met 
by borrowing and was to be eliminated over 


} 


ae 


a | eriod of three year’s. 


The amount of the reduction in in- 
terest recommended was 15%. At that 
time there was a special tax on interest 
on the public debt of 714%. The Pre- 
miers’ Conference decided to abandon 
this tax and to make the reduction in 
interest 2214%. The same percentage 
was to be applied to private interest 
and rents, though the special tax of 
716% on income from these sources re- 
mained in force. 

To carry out this plan it was neces- 
sary for all governments to pass special 
legislation providing for the conversion 
loan, and also financial emergency legis- 
lation under which the economies in 
government expenditure and the cuts 
in private interest and rents were made. 
Some governments had already made 
extensive economies. It was only neces- 
sary for these governments to complete 
their economies to the allotted figure of 
20%. Prior to the acceptance by the 
conference of the conversion scheme, 
important conferences had taken place 
with the principal financial institutions, 
insurance companies, banks, and trus- 
tee companies, which among them held 
about half the internal debt. This gave 
the conversion loan a good start and 
when it was floated in August all but 
17 million pounds was converted. The 
balance was compulsorily converted, 
again on decision by the Loan Council 


and by legislative action by the seven 
parliaments. This was, of course, dras- 
tic action and a breach of contract. 
Special provision was made for a cash 
payment to bondholders in difficulties, 
but the authorities held that the re- 
markable success of the conversion loan 
justified them in applying compulsion 
to those who were able though unwill- 
ing to share in a common sacrifice. 
There was some complaint from credi- 
tors that the action taken to reduce by 
compulsion the interest on existing pri- 
vate debts and to cut rents was an in- 
terference with contract that would 
have serious repercussions on the credit 
structure. Such prophecies turned out 
to be false. By October, 1932, the bond 
market had recovered and the effective 
rate of interest was 4%, the rate to 
which the bonds had been reduced by 
the conversion loan. Capital was ac- 
cumulating in the market and interest 
on bank deposits, bank advances, and 
mortgages was falling. There was in 
fact a strong movement toward cheap 
money, which was not reversed until 
the middle of 1935. Even then the rise 
in interest rates was moderate. 

The action taken by the governments 
was designed to bring about in an 
orderly and rapid way a general scaling 
down of interest rates to meet the new 
conditions of lower costs and impaired 
ability to pay interest imposed by the 
depression. It was a recognition of the 
fact that every kind of income should 
be reduced and that deflation should 
not fall on wage and salary earners 
only. The difficulty of deflation as a 
policy is usually that it is partial and 
uneven in its incidence, and that it does 
not secure a sufficiently rapid reduction 
in costs to give relief quickly. This 1s 
very important in a primary producing 
and debtor country, where fixed in- 
terest bearing securities constitute so 
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a proportion of the total indebted- 
It was estimated that the total 
for fixed interest, exclusive of 
interest on the external debt, 
inted to over 80 million pounds in 
:1tional income before the depression 
600 million pounds. National income 
very rapidly in Australia, and was 
430 million pounds in 1932. To 
left fixed interest untouched 

| have retarded the reduction in 
prevented the swift adjustment 

he debt burden to capacity to pay, 
| made it impossible on political and 
grounds to carry out the econo- 
in wages and government expendi- 
necessary in the circumstances. 
‘re can be no doubt that the action 
was a deliberate interference by 
with arrange- 

but Australia is accustomed to 
interference, and in the circum- 
nces of the moment the country was 
ly to accept control which might 
ave been resisted in a country 


business 


ccustomed to state action. 


Accomplishments of the Plan 


he results of the plan and of the 
eral policy laid down in 1931 were at 
disappointing. There were two 
ns for this condition: First, export 
continued to fall in gold values 
kept the export price index in 
ralian currency more than 40% 
v the 1928 level. In sterling the fall 
ver 50%. Secondly, the recovery 
nvestment was slow. The loan pro- 
of the governments declined rap- 
from over 40 million pounds in 
than 10 million 


I929 to less 
General invest- 


in 1931 

t was also very low. Thus the value 
lding permits fell from 24 million 

ls in 1928-1929 to 4.6 million 
ls in 1931-1932. It was a weakness 
plan that insufficient attention 


1932. 


was paid to the loan program of the 
governments, though it may be argued 
that action to keep up this program by 
a deliberate expansion of central bank 
credit would have given too much in- 
flationary action, and created some 
uncertainty as to the ability of govern- 
ments to control their finances. During 
1930, 1931, and the early half of 1932, 
there was a considerable expansion of 
credit in the form of treasury bills to 
finance deficits and loan works. By the 
middle of 1932 the treasury bill issue 
had grown to over 80 million pounds, of 
which 34 million pounds was redeem- 
able in London and from 45 million 
pounds to 50 million pounds in Aus- 
tralia. Before the depression the banks 
held in London and Australia gold to 
the value of approximately 45 million 
pounds. They had in addition liquid 
securities of about the same amount. 
The government used this gold and the 
securities to the value of approximately 
50 million pounds and issued treasury 
bills through the Commonwealth Bank. 
When these assets were drawn upon as 
fully as was prudent in the circum- 
stances, treasury bills were issued by 
the simple expedient of an expansion of 
credit by the bank. Fortunately, the 
principal difficulties of balancing the 
external accounts had been met, and 
the bills were required to meet the in- 
ternal demands upon the government. 

It is not necessary to go over the 
movements in the money market that 
followed this moderate dose of inflation. 
Suffice it to say that it was being done 
at a time when the credit of the country 
was improving overseas, and it had the 
effect of increasing the supply of funds 
awaiting investment. Consequently it 
contributed to the fall in the interest 
rate. There was no increase in the 
treasury bill issue after October, 1932, 
when the bond market returned to par, 
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but an attempt to launch a substantial 
refunding loan was resisted. The oppo- 
nents of funding took the view that the 
injection of credit into the economic 
system should be allowed to work out 
its full effects in promoting cheap 
money and helping to restore the vol- 
ume of investment. There is still much 
dispute as to the wisdom of not funding 
later when the high wool prices of 
1933-1934 had eased the banking posi- 
tion, but a hasty funding in 1932 as 
soon as the bond market had returned 
to par would have been too great a con- 
cession to orthodoxy. 

Such, then, were the basic measures 
taken in Australia to meet the difficul- 
ties of the economic depression that 
struck her before most countries. They 
were a blend of deflation and inflation, 
of hard and soft money doctrine. On 
the one side there were the reductions 
in wages and the severe economies in 
government expenditure; on the other 
side we must place the depreciation of 
the currency, the cuts in interest public 
and private, and the moderate dose of 
inflation. All this was carried out in a 
political atmosphere that inspired con- 
fidence, though up to the middle of 
1932 there was still much controversy 
and political uncertainty in the State of 
New South Wales. One of the most im- 
portant contributing factors to this 
restoration of confidence was the per- 
sonality of the Chairman of the Com- 
monwealth Bank, Sir Robert Gibson, 
who was regarded by the ordinary man 
as steering a middle course between the 
so-called sound measures that business 
would have taken, and the radical 
monetary proposals suggested by the 
advanced political parties then in the 
office in most States and in the Com- 
monwealth. Personality and judgment 
among financial and business leaders 
still count; it may be argued that in the 





complex world of today they count 
more than ever. In particular, those of 
us who are interested in the control of 
business and the preservation of the 
best that is found in the present eco- 
nomic system cannot but admire those 
financial leaders who look upon an eco- 
nomic problem in a time of crisis as only 
one side of a much wider social problem, 
A resistance to the social demands of 
the governments by the central bank in 
Australia in 1931 would have resulted 
in a disastrous deflation. 








The Course of Recovery 






Having made the fundamental ad- 
justments in the economic structure, 
the country was able to move forward 
steadily during 1933 to 1935 toward 
recovery. This movement was aided by 
the following conditions, in addition t 
those already mentioned. 

First, there was a very satisfactory 
rise in the price of wool in 1933-1934, 
and the index of export prices in Aus- 
tralian currency went up from an aver- 
age of about 60 to 72. This still left 
export prices in sterling at less than 60 
compared with 100 in 1928. The higher 
prices, coupled with the return of cap- 
ital and the investment of new capital, 
raised the liquid banking reserve: 
abroad to 68 million pounds compare¢ 
with a low point of 30 million pounds 1 
1931. The wool clip in 1933-1934 
yielded 62 million Australian pounds, 
compared with an average of 40 millio! 
Australian pounds for the four previou: 
seasons. 

Second, the revival in both publi 
and private investment proceede¢ 
apace. Loan expenditure for the seven 
governments rose from a low point 0! 
9.7 million pounds in 1931-1932 to 22.3 
million pounds in 1935-1936. In addi- 
tion, the use of part of the proceeds 0! 
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pecial unemployment relief tax on 

mes for public works meant that the 
volume of investment was higher 

n the loan program indicated. Build- 
permits for the six capital cities 

- only 4.6 million pounds in 193I- 
By 1935-1936 they had risen to 


> million pounds. All these compari- 


are made in Australian currency 
it must be remembered that the 
hasing power of the Australian 
nd in terms of goods and services in 


dil 


| 


9° . 


tralia is from 15% to 20% greater 
before the depression. ° 

hird, there was a very great reduc- 
in costs of industrial production 


| the policy of the government was 
reduce the tariff wherever possible. 


‘Tariff Board was working over the 
le schedule of duties and applying 
improved technique to estimating 
net costs of protection. There was a 
dy downward revision of the tariff 
this was itself a stimulus to efh- 


ncy of management. The result of 


lower costs and the improved man- 


ment was that a number of key in- 


istries were able to produce standard 


lucts at the duty-free price. There 
a considerable expansion of factory 
luction, and this helped to make up 
ss of income caused by the fall in 
rt prices. 
urth, capital came in from abroad 
upport the gold-mining industry 
to assist in the general develop- 


ent of Australian industry. The out- 


of gold rose steadily from 1931 


vard, and there is now a monthly 


luction of about 100,000 ounces com- 
d with 40,000 ounces at the begin- 


ng of 1931. It is difficult to estimate 


»amount of the inflow of capital, but 


t must be larger than we have usually 


Ail 


med, because the position of Lon- 
balances has been consistently 


ter that the direct estimate from the 


balance of payments would suggest. 
The capital imports may be put at an 
average of not less than 5 million 
pounds sterling in recent years. This 
has assisted in building up London 
funds as well as in promoting the ex- 
pansion of income in Australia. 

Fifth, there has been a run of average 
to good seasons, and a general expan- 
sion of the volume of export production 
in farm products as well as in minerals 
and factory products. The government 
has given a great deal of assistance to 
primary producers whose prices have 
been low. From 1930-1931 to 1934 
1935 this assistance amounted to 20 
million pounds. It was better to grant 
this assistance than to use the expand- 
ing revenue of the Commonwealth to 
balance the State budgets. 

Sixth, a series of very successful con- 
version loans in the London money 
market enabled Australia to convert no 
less than 198 million pounds of the ex- 
ternal debt to a lower rate of interest. 
The total saving of interest amounts to 
3.2 million pounds sterling per annum. 
In addition Australia was relieved of 
her obligation to pay 5.5 million pounds 
sterling to Great Britian on account of 
her war debt. This aggregate saving of 
nearly g million pounds sterling was 
very valuable in both the budget and 
the overseas funds problems. 

Finally, reference should be made to 
the steps taken by the governments to 
give relief to farmer-debtors in respect 
of their obligations. Every State has 
passed legislation under which debt 
adjustment is made possible under cer- 
tain conditions. Normally a farmer- 
debtor must place his affairs in the 
hands of a debt adjustment board or 
other authority constituted for the pur- 
pose. His affairs are then administered 
for a period of years after which a final 
adjustment is made. The Common- 
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wealth has undertaken to provide finan- 
cial assistance to the States to enable 
them to make advances to debtors to 
pay off unsecured creditors at an agreed 
figure. It is only in the last resort that 
compulsion is to be applied in settle- 
ment of the debt, but the reserve power 
of compulsion was thought to be neces- 
sary in order to expedite a settlement in 
difficult cases, where debtor and credi- 
tor could not reach agreement after 
conciliation by the debt adjustment 
authority. 

Once the general plan of economic 
adjustment had been agreed upon, by 
the end of 1931, industry was left free 
subject to some action by the govern- 
ment, such as public loan expenditure, 
debt adjustment for farmers, subsidies 
to producers in distress, and the down- 
ward revision of the tariff. By the end 
of 1935 recovery had proceeded so far 
that spending power was raising im- 
ports to a level which embarrassed once 
more the balance of payments. It was 
this development that set in motion 
discussions on the pace of recovery. 
But the real difficulty was the low level 
of export prices during the year 1934- 
1935. The price of wool fell again and 
export prices returned to the low level 
of 60 in Australian currency. Exports 
were 90 million pounds sterling com- 
pared with 99 million pounds sterling 
for the previous year, while imports 
had risen to 72 million pounds sterling 
from 59 million pounds sterling. This 
gave rise to an unfavorable balance of 
payments and a moderately stringent 
banking situation. 

Had export prices not recovered 
in 1935-1936 an interesting problem 
would have arisen. Should there be a 
restriction of credit and investment to 
bring about a fall in spending power 
and so in imports in order to strengthen 





once more London funds which had 
fallen from 68 million pounds sterling 
to about 45 million pounds sterling? 
Should other direct measures be taken 
to reduce imports by licenses or quotas? 
Should there be a rise in the rate of 
exchange to bring about a general 
balance in the economic structure and 
in the external accounts? There was 
some action taken to reduce the volume 
of government loan expenditure which 
is set down for this year at 17.6 mil- 
lion pounds compared with 22.3 million 
pounds last year. But in the meantime 
export prices rose and were 76 for the 
year 1935-1936 as a whole. The balance 
of payments was favorable and London 
funds were brought back to appoxi- 
mately 50 million pounds sterling on 
June 30, 1936. 


Future movements in industry wil! 
depend upon the movement in export 
prices, the rate of interest and the 
volume of investment in private indus- 
try, the control of loan expenditure 
exercised by the governments, and the 
extent to which costs of industry in- 
crease as the pressure of adversity 1s 
lifted. It will be much more difficult for 
governments and banking authorities 
to make the nice adjustments required 
to maintain activity at its present satis- 
factory level than to devise a plan for 
fundamental adjustment in a time of 
crisis. This much, however, is clear. I! 
greater stability in business and eco- 
nomic activity is to be reached, govern- 
ments and business must cooperate 
Non-intervention is a discarded doc- 
trine. The really important problem 1s 
the nature and amount of govern- 
ment intervention that is necessary 
to give reasonable stability to an eco- 
nomic structure which is itself inher- 
ently unstable. 
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THE TAX ON UNDISTRIBUTED INCOME 


BY ROBERT H. MONTGOMERY 


USINESS men have had several 
months to become familiar with 
the new tax on undistributed 

rate income. By this time it is gen- 

ly understood that American busi- 
ss is confronted with an utterly new 
blem in taxation. The realization 
; grown upon us that we have to deal 

1 preposterous experiment, which 

t help but lead to unending litiga- 

As we investigate the law in its 

ulars, we are perplexed by its 

mplications, outraged by its inequi- 
onfounded by its conflicts with 
nd business management. 


f the Tax 


(he plan for taxing undistributed in- 
e, and thus forcing its distribution, 
gated by President Roosevelt 

message to Congress March 3, 
1936. In charmingly plausible language, 
resident said: 


net 
nsti 


[ invite your attention... toa 
of tax which would accomplish an 
rtant tax reform, remove two major 
jalities in our tax system, and stop 

” in present surtaxes. 

\ proper tax on corporate income 
luding dividends from other corpora- 
which is not distributed as earned, 
id correct the serious twofold inequality 
r taxes on business profits if accom- 
ed by a repeal of the present corporate 
me tax, the capital stock tax, the re- 
excess-profits tax, and the present 
nption of dividends from the normal 
individual incomes. The rate on 
tributed corporate income should be 


J 


graduated and so fixed as to yield approxi- 


the same revenue as would be 
if corporate profits were distributed 


taxed in the hands of stockholders. 
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Such a revision of our corporate taxes 
would effect great simplification in tax pro- 
cedure, in corporate accounting, and in the 
understanding of the whole subject by the 
citizens of the Nation. It would constitute 
distinct progress in tax reform. 


Congress produced, and the Presi- 
dent signed on June 22, the Revenue 
Act of 1936. The corporate income tax 
was not repealed; it was retained as a 
“normal tax’”’ with a reduction of rates 
in the lower brackets for net income of 
$40,000 or less. The capital stock tax 
and the related excess-profits tax were 
also retained with some modifications 
and, in attempting to deal with these 
taxes, business executives must con- 
tinue to try to guess what corporate 
incomes will be for future years. As 
suggested by the President, the exemp- 
tion of dividends from the normal tax 
on individual incomes was repealed; 
consequently dividends received are 
now subject to double taxation of both 
the corporate and individual normal 
tax, as well as to the steeply graduated 
surtax on individual incomes. On top 
of the corporation normal tax, the Con- 
gress enacted a surtax on undistributed 
corporate income. 

The undistributed profits tax has 
nothing to recommend it. It was en- 
acted over the protests of numerous 
trade associations, chambers of com- 
merce, and professional associations, 
whose representatives appeared before 
the Congressional committees. No one 
would pretend to foresee all the implica- 
tions of this new tax, but it can safely 
be predicted that the President’s ex- 
pressed purpose of simplifying tax pro- 
cedure and corporate accounting will 
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not be accomplished. On the contrary, 
the amendment which embodies the 
new law adds bewildering complica- 
tions to the old one and accentuates its 
inequities. 

A short description of some of the 
provisions of the new law is given in the 
following paragraphs; for further de- 
tails see the Appendix, pp. 27-28. 

Some Provisions of the Law 

Under the Revenue Act of 1936, 
business corporations are subject to a 
graduated normal tax on net income 
and, with certain exemptions, to a 
graduated surtax on undistributed net 
income, for each taxable year beginning 
after December 31, 1935. The normal 
tax rate is 15% of “‘normal-tax net 
income”’’ over $40,000; lower rates, 
averaging 12.1%, apply to net income 
that amount. The surtax on 
“undistributed net income” is com- 
puted by applying a scale of rates, 
graduated from 7% to 27% to various 
brackets of “‘adjusted net income”’ 
(ordinarily the net income, including 
dividends from other corporations, less 

he normal tax). 

The effect of the surtax is to inflict 
a penalty for the non-payment of 
dividends, and this penalty grows heav- 
ier as the proportion of retained income 
increases. If all “adjusted net income” 
is paid out in dividends, there is no 
surtax; if half is paid out in dividends, 
the tax is 7.5% of such income; if no 
dividends are paid, the tax comes to 
20.5 %. 

Intercorporate dividends are taxed. 
For the normal tax, 85% of dividends 
received from domestic corporations is 
exempt; the remaining 15% is taxed at 
the normal-tax rate of 15%. The law 
thus imposes in effect a levy of 214% 
on the dividend income of corporations. 
As recommended by the President in 


up to 





his message to Congress, the corpora- 
tion surtax applies to dividend income 
unless it is distributed. 

Since the amount of income subject 
to surtax depends on how much of it js 
distributed, it is important to deter- 
mine what constitutes a distribution, 
The general rule is that a corporation 
gets a credit for all distributions taxable 
as income to its stockholders. 

The credit allowed for dividends 
paid, in determining “undistributed net 
income,” includes only dividends paid 
during the taxable year, except that the 
law allows a carry-over, to two suc- 
ceeding years, of any excess of dividends 
paid over the adjusted net income of 
the same year. No credit is allowed for 
dividends paid in any taxable year be- 
ginning before January I, 1936. 


Dividends-Paid Credit 

The law, in one section, distinctly 
states that distributions in liquidation 
out of earnings are to be treated as 
taxable dividends paid, for the purpose 
of the dividends-paid section. But in 
another section it says that a distribu- 
tion does not ripen into a dividends-paid 
credit if it is not a taxable dividend in 
the hands of the stockholders. 

As to any part of a liquidating divi- 
dend which is out of earnings and which 
also is taxable to stockholders there 
should be no reluctance to include such 
part in the credit. In view of the specific 
allowance and the general disallowance, 
the specific provision should govern. 

Stock dividends previously were ex- 
empted from the income tax, but the 
new law expresses the intention of tax- 
ing stock dividends as income to the 
extent permitted by the Sixteenth 
Amendment to the Constitution. Under 
Supreme Court decisions, dividends 
paid in common stock on common stock 
will remain nontaxable. However, in 
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cordance with the Court’s decision of 
fay 18, 1936, in Koshland v. Com- 
ner, dividends paid in common 
to preferred stockholders will be 
nsidered as income and a dividend 
is allowable in respect thereof to 
issuing corporation. Taxable dis- 
itions in property or obligations 
the corporation are also treated as 
ividends for surtax purposes. 
In addition to the dividends-paid 
lit, the law allows a credit when the 
nent of dividends would violate a 
n contract executed prior to 


\lay 1, 1936, dealing expressly with the 


ment of dividends or, as in many 
ng fund agreements, dealing ex- 
with the disposition of earnings. 


Tax Is Unsound 
\s a measure to raise additional 
enue the new law may succeed; this 
| have been done merely by raising 
As a reform measure or a measure 
p “leaks” in surtaxes it seems 
itely unsound. 
[he purpose of the tax on undis- 
ited profits is to force the distribu- 
{ corporate income under heavy 
Ities for failure to do so. When 
buted, the dividends are heavily 
1 in the hands of the recipients. 
xpayers legitimately do avoid 
they try to pay the minimum 
ired by law, and the courts have 
versally held that a taxpayer has 
right to protect himself. Accord- 
some corporations may have ac- 
ilated surpluses because of a desire 
the part of the stockholders to avoid 
taxes. Most corporations, how- 
formulate their dividend policies 
an honest regard for the financial 
of the business, yet all must 
the penalties of this tax law. 
corporations which unlawfully 


Ct. 767 





have accumulated surpluses in excess 
of reasonable requirements could be 
reached under the tax law as it stood 
before amendment. In order to catch 
a few, a multitude are penalized. 

It was forcibly argued before both 
the House and the Senate Committees 
that for corporations to distribute all 
their earnings would be exceedingly 
harmful. If any such policy had been 
followed in the years preceding 1929, 
it needs little imagination to see what 
would have happened after 1929. It 
was stated in the minority report of the 
Ways and Means Committee: 


Hardly a business would have been left 
standing; the army of unemployed would 
have been more than doubled; the greater 
part of the population would have been 
forced on relief. 

The reserves which they built up in the 
previous years were alone responsible for 
enabling thousands of organizations to con- 
tinue in business during the depression, to 
provide jobs for millions of persons who 
otherwise would have been out of work, 
and to maintain dividend payments. 


A corporation must have surplus and 
working capital to survive several years 
of heavy losses; business men objected 
strenuously to having taken from them 
their right to build up “reserves,”’ i.e., 
corporate surplus. 

The Treasury tried to answer these 
objections. Corporations could sell 
stock to their stockholders and thus 
get back for capital purposes what they 
had distributed in dividends. In a 
Senate Finance Committee hearing 
Senator Bailey answered the Treasury 
thus: 


Under your theory the small corporation 
could always be able to sell stock and there- 
fore get capital. . I will tell you, I do 
not see how a small corporation can sell 
stock. I know of none in America today 
that are selling stock. 
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Of course, the idea of selling stock to 
finance future losses is too theoretical 
to be taken seriously; to suppose that 
the average corporation can sell stock 
every year is fantastic. 

Secondly, the Treasury suggested 
that distributions could take the form 
of taxable stock dividends so that the 
stockholders would be taxed and yet 
the corporation would not distribute 
its funds. This is rather rough on the 
stockholder who has to pay a tax in 
cash but receives only a paper divi- 
dend. Besides, we should not jump too 
quickly to the conclusion that all that 
is necessary to make a stock dividend 
taxable is to pay it in one class of 
stock to holders of another class. In the 
Koshland case,? the Supreme Court 
held that a dividend paid on preferred 
stock in common stock constituted in- 
come to the preferred stockholders on 
the ground that a stockholder acquired 
an interest different from that which 
his former stockholdings represented. 
But the Supreme Court has not yet 
passed on the question of whether a 
dividend paid in preferred stock on 
common stock constitutes income; in 
fact, the Board of Tax Appeals has 
indicated that the contrary would be 
true if no preferred stock was outstand- 
ing previous to the declaration of such 
a dividend.’ 

The Treasury has made itself ridicu- 
lous by implying that all undistributed 
profits represent “tax avoidance.” Cor- 
porate earnings are withheld from dis- 
tribution for a number of legitimate 
reasons having nothing to do with 
taxes. In the first place, earnings are 
not always received in cash; receivables 
representing earnings are sometimes 
collected long after the close of the 
fiscal year. In the second place, funds 
realized from earnings are not all re- 


Cited in footnote 1 


tained in cash; part of them may be 
currently invested in increased inven- 
tories or in plant additions or may be 
used to pay debts. 

The law, as enacted, is a compromise 
measure combining the old income tax 
with the new undistributed profits tax, 
but most of the criticisms still hold 
good that were directed against the 
House bill, which was a tax on undis- 
tributed profits only. The tax yield 
was estimated by the Treasury on the 
basis of averages for all corporate tax- 
payers as to expected income and ex- 
pected distributions to stockholders. 
But corporation taxes are not levied 
according to averages; they are levied 
on individual corporations. Some in- 
dustries and some individual businesses 
have matured to the point where earn- 
ing power is well settled and expansion 
complete. These can safely pay out a 
large share or all of their earnings. 
Corporations in liquidating industries, 
such as the mining industry, can afford 
to pay out more than they earn and not 
infrequently do so; individual busi- 
nesses which are declining may be in 
the same category. But a business or 
industry in a stage of development and 
growth will be badly hampered in its 
operations if it is penalized for plowing 
back earnings. 

Unquestionably the small business 
which is struggling to compete with 
well-established concerns will be se- 
verely handicapped by the undistrib- 
uted profits tax. The New York Heral. 
Tribune of May 2, 1936, in reporting a 
hearing before the Senate Finance Con- 


mittee, said: 

The story told by Mr. Lane, who heacs 
a million-dollar furniture manufacturin 
company, was that of a small company, 
started in 1912 by him and his father-u 
law, which has grown to the point where tt 


nS 


3 Gowran v. Commissioner, 32 B.T.A. 823. 
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ys 500 men. Expansion of the com- 
vy. the witness said, came only through 
hing back earnings, a building of 
s, which would not be possible under 
House bill. He obviously impressed the 
Committee when he said that he “never 
have dreamed” of starting a new 
as he did last year, if he had known 
present tax bill was in prospect. He said 
mpany was committed now to ex- 
n and he raised doubt whether i*3 
s could be adequately restored under 
tax schedules of the House bill. 

Under the “‘compromise”’ bill enacted 
y Congress, Mr. Lane’s corporation 
xes may be larger than under the 

House bill. 

[he capital goods industry, which de- 
ls largely on corporate plant addi- 
is likely to be seriously affected 
the tax on undistributed profits. 

Witness the letter from the American 

Institute of Steel Construction sent to 

Senator Harrison, Chairman of the 

Senate Finance Committee: 


structural steel and iron fabricating 
try is greatly concerned by the pro- 
to place a tax upon corporations 
on the distribution of earnings to 
and surplus. To encourage the 
1 of corporate surpluses by placing 
nium upon the distribution of corpo- 
irnings will temporarily lead to an 
ise in individual incomes and result 
increase of sales in the consumer 
industries. To such an extent as this 
be accomplished the capital goods in- 
es will suffer a reduction of sales on 
nt of the reduction in private corpo- 
irpluses. 
his industry is largely dependent for its 
yn the capital goods industries; such 
tries are for the most part corporate 
bject to the measure in question. The 
me of the consumer goods sales is at 
upproaching the peak of past 
nce. The failure of the capital goods 
istry to return to a normal volume of 
largely accountable for the large 





present unemployment. . Why should 
legislation encouraging further reductions 
in the volume of sales of lagging industries 
be promoted while there are so many ave- 
nues open for increasing tax returns? 


One of the most shockingly unsound 
aspects of the new law is that it actually 
penalizes a corporation for paying its 
debts. Sometimes, of course, under fa- 
vorable circumstances, bonded indebt- 
edness can be liquidated with the 
proceeds of a stock issue, but ordinarily 
bonds have to be paid off with funds 
that come from earnings. The tax law 
recognizes this, and provides an exemp- 
tion from the penalty tax for corpora- 
tions whose bond indentures, executed 
prior to May 1, 1936, provide expressly 
for an allocation of earnings to sinking 
funds and the like. But this exemption 
is at best a half-way measure, for many 
indentures do not provide for paying 
off debts specifically ‘out of earnings,” 
although earnings may be the only 
source of funds for this purpose. In the 
case of new corporations which may 
legitimately wish to borrow, and in the 
case of new issues, whether or not they 
are for refunding purposes, no allevia- 
tion of the penalty is provided. This 
feature of the law will doubtless cause 
strange repercussions in corporate af- 
fairs, as indicated by two newspaper 
stories which appeared last summer: 


As a result of the new tax measure re- 
cently passed by Congress taxing the un- 
distributed earnings of corporations, it is 
understood that the United States Rubber 
Co. has abandoned for the time being its 
plan for refinancing the company’s first and 
refunding mortgage bonds. 

After a long series of deficits, U. S. Rub- 
ber recently has been able to operate on a 
profitable basis and there had existed some 
hope that following the bond refinancing 
stockholders would be in line for dividend 
payments in the not distant future. At the 











SS ee 


a RN 











24 Harvard Business ‘Review 


moment, however, there appears to be little 


hoy e for dividends despite the new tax on 
undistributed earnings. 

Prior to the passage of the new tax law, 
United States Rubber had thought of re- 
financing this bond issue, chiefly to remove 
certain restrictive clauses in the indenture. 
Under existing conditions, the restrictive 
clauses in the indenture are expected to 
prove to be of benefit against the tax 
law. ... * 

The recently enacted Federal tax law 
was cited today in Federal Court as placing 
an increased burden on the Chicago surface 


lines if the Abbott plan of reorganization is 


adopted. 
I. K. Newman, New York banker, in 
in Opposition to the plan, esti- 
mated that the new tax law would result 
in a Federal levy of $600,000 a year on 


surplus earnings in addition to almost a 


testimony in < 


like amount paid as income tax. 

Mr. Newman asserted that this situation 
made it most important that a plan be 
devised which will escape that tax burden 
and give junior securities holders an income 


bond.* 


Some Complications of the Law 

For years the income tax laws have 
been so complicated as to require an 
expert to interpret them. The 1936 law 
adds many new complications to the 
old 

Corporate management should not 
go forward blindly; business men will 
want to know before the end of the 


ones. 


taxable year how much corporate taxes 
are going to be. The result is that 

rporate executives will have the 
impossible job of guessing before the 
end of the year what the earnings of 
the corporation for the year will be; and 
no matter how honest they are, no mat- 
ter what effort they may make to be as 
accurate as possible, the corporation 
will be penalized unless it pays enough 


} 


dividends to absorb its profits for the 


Wall Street Journal, June 26, 1936. 


year. These dividends must not only be 
declared but actually paid before the 
end of the taxable year. 

An attempt has been made in section 
27 (b) to alleviate the hardship caused 
by the necessity of actually paying the 
dividends before the end of the taxable 
year. This section permits the excess of 
dividends paid over adjusted net in 
come to be carried forward against the 
adjusted net income for the next tw 
succeeding years. There is no assurance 
that the dividend “‘carry-over” would 
ever be of use to a taxpayer which has 
paid more in dividends than adjusted 
net income since the carry-over is of 
value only if the taxpayer has some 
adjusted net income within the next 
two succeeding years. 

Consider the complicated tax prob- 
lem of a corporation with a number of 
subsidiaries. It cannot make a consoli- 
dated tax return. and therefore must 
consider the effect of the law on each 
corporate entity separately. How much 
will each corporation earn during its 
taxable year? How much can it pass on 
to the parent company in dividends! 
What proportions of its earnings should 
it retain, under penalty, for plant im- 
provements, the discharge of its debts, 
and the like? What about the 2!4% 
tax on intercompany dividends, the sur- 
tax on the parent company, if these 
dividends and other earnings are not 
passed on to its stockholders ? How can 
tax savings be made by liquidating 
subsidiaries or by merging one or more 
corporations if this be feasible? How 
can stock dividends be used to alleviate 
taxes? The very serious difficulties that 
corporation directors are having in de- 
termining their future policies under 
the law are indicated by a story whic! 
appeared in the New York Herald Trib- 
une for July 8, 1936: 


5 New York Herald Tribune, July 2, 1936. 
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rs of American Water Works and 
- Company at their meeting yester- 
nsidered declaration of a dividend 
mmon stock, but deemed it unwise 
ny disbursement until the effects 
new Federal tax bill could be 
Lined. 
Hobart Porter, president, stated that 
involved and complex provisions of 


enacted Federal tax bill 


enue Act of 1936) make it unwise, in 


inion of directors, to declare a divi- 
n the common stock until the effects 
bill can be ascertained.” . 
report pointed out that earnings for 
1936 are before deduction of the 
| surtax on undistributed profits im- 
under the Revenue Act of 1936, as 
unt of such surtax cannot be finally 
nined until the end of the year. 


heretofore, affiliated groups of 


yanies will have to watch constantly 


r intercompany accounting methods 


Jf 


to determine properly the income 
h separate corporation. With in- 


ed normal tax rates it is now even 


‘important to guard against losses 


me companies which cannot be 
against profits in others of the 
group and cannot be carried for- 
» reduce profits of a succeeding 
There is also the difficulty of 
ing correctly the capital stock 


bilge 


es when there is a large number of 


panies, and, especially where the 


+ 


nt of intercompany dividends is 
tain, the danger of running into 
-profits taxes. 


ities of the New Law 


t how the undistributed profits 
ll affect individual situations and 
rations can be foreseen only in 
his tax is an experiment; no one 
ll where it will strike, what eco- 
forces it will bring into play. It 


indoubtedly be the source of more 


ition than any tax law which has 





been enacted to date. Some of the more 
obvious inequities, however, should be 
pointed out. 

Suppose it is discovered after the 
close of the year, as a result of a Treas- 
ury audit or otherwise, that a corpora- 
tion’s ‘“‘adjusted net income” was 
greater than the amount reported in its 
tax return. This frequently happens, 
but under the new law the corporation 
is nevertheless penalized. For example, 
if the Treasury determines additional 
income of $100,000 to have been real- 
ized, this income might be subjected 
to a normal tax of $15,000 and a surtax 
up to $17,425, a possible total of $32,- 
425 or about 32%. There is no way to 
avoid the assessment for surtax on 
undistributed profits, as the taxable 


sé 


year has long since come to a close, 
and further distributions in that year 
are impossible. 

There are no provisions to cover 
cases where the actual net earnings are 
less than the statutory net earnings, a 
situation which often arises, for exam- 
ple, because of the disallowance of 
capital net losses and other deductions. 
Suppose a corporation has income from 
operations of $50,000 in each of two 
years; in the first year it also has a 
capital net gain of $50,000 and in the 
second year a nondeductible capital net 
loss of $50,000. For the two years, there 
is a total net profit of only $100,000, 
but under the law, as it now stands, 
some $150,000 is taxable, and must be 
distributed if the surtax penalty is to 
be avoided. 

Under the statute a dividend is tax- 


able to a shareholder if paid out of the 


earnings of the taxable year, even 
though a corporation has a deficit at the 
beginning of the year which exceeds 
the year’s earnings. Thus, the law taxes 
dividends which may in fact be paid out 
of capital or paid-in surplus. It is 
doubtful whether a tax on such divi- 
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dends is constitutional, but if the courts 
should hold that such dividends do not 
constitute taxable income to the share- 
holders, the corporation would receive 
no credit for such dividends for the 
undistributed profits tax, and the entire 
income for the year in question might 
be penalized as undistributed. 

A very serious situation is faced by 
a corporation whose capital is impaired 
by a deficit. Such a corporation is pre- 
vented by state laws from paying divi- 
dends until the impairment is made 
good. Directors who declare a dividend 
while capital is impaired are liable for 
the amount of the dividend and in some 
states are guilty of a misdemeanor. Yet 
earnings of such a corporation may be 
subject to the full penalty of the tax on 
undistributed profits, unless, perhaps, 
the corporate charter involved or the 
state law upon which it is based may be 
construed as a contract dealing ex- 
pressly with the payment of dividends. 
However, corporations formed after 
May 1, 1936, would not have recourse 
even to this theory. 


Other Aspects 

The advent of the tax on undistrib- 
uted profits and the continuance of 
the excess-profits tax make increasingly 
important the allocation of income as 
between fiscal years. An overstatement 
of income in one year may be the cause 
of paying too high a rate of tax; an 
understatement in another may give 
rise to a net loss for that year which 
cannot be offset against future profits. 

The importance of correct allocation 
of profits between years should lead 
many more business corporations to 
adopt the natural business year as their 
fiscal year. The natural business year 
for a particular enterprise is the twelve- 
month period which constitutes the 
annual cycle of its operations. Gener- 
ally, the natural business year will end 





at the time when the business activities 
of the enterprise are at their lowest 
point—when inventories, receivables, 
and liabilities are at their minimum. 
At this point, small variations in the 
valuation of inventories and receivables 
are not so likely to be serious in their 
effect on the year’s operations. Further- 
more, now that advance estimates of 
annual operations are more necessary 
than ever for the formulation of divi- 
dend policies and the prediction of the 
amount of taxes, the advantages of the 
natural business year should receive 
further recognition. 

The new law, with its 214% tax on 
intercompany dividends and its penalty 
tax on the undistributed income of each 
corporate entity of a group, offers addi- 
tional incentive to liquidate subsidia- 
ries. It also contains provisions which 
should prove helpful to this end. The 
1935 law permitted the tax-free liqui- 
dation of a subsidiary to the extent 
that no money was received, but in 
most cases any profit realized from such 
a liquidation was merely deferred. Un- 
der the 1936 act a real tax-free liquida- 
tion of 80%-controlled subsidiaries is 
permitted. Money is not excluded from 
the property which may be received 
tax free by the parent company in 
liquidation, and neither gain nor loss is 
recognized. 

The new law takes cognizance for the 
first time of the peculiar characteristics 
of investment corporations of the open- 
end type. If, in any taxable year, a 
corporation meets all the requirements 
of the statute, thus qualifying as a 
‘mutual investment company,” and if 
it distributes all its income and security 
profits, it mav be subject to no Federal 
income tax whatever. The law thus 
appears to recognize the theory that 
some of the “investment trusts’’ are 
merely conduits through which the 
small investor receives income from a 
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ess taxes. 


nN 


[he new tax law is another example 


vernment interference in business. 


sased upon a half-baked idea of stop- 
> in surtaxes it has created 


situation where business executives 


» longer 


For the 


make unbiased decisions 


respecting ordinary financial manage- 
ment without the consideration of an 
untried and arbitrary tax. An enter- 
prise desiring either to expand its busi- 
ness or to pay its debts is faced with 
the prospect of heavy penalties for 
doing so. 

The tax on undistributed 
should be promptly repealed, before 
irreparable harm is done to the business 
of this country. 


income 


APPENDIX 


reader who desires additional 


mation as to the terms of the Revenue 
f 1936 which have been discussed, 


particulars are included in this 
No attempt has been made to 
er all the new provisions. 

[he normal tax is computed at the fol- 
ng graduated rates on normal-tax net 


endix. 


are taxable on their net incomes at 
t rate of 15% instead of at the gradu- 


‘Normal-tax net income 
Ws: 
is defined in the 
income less 
t 1s) 
fr interest in- 


rt ided In gross in- 
me 

85% of dividends re- 
ceived from domes- 
tic corporations sub- 
ect to income tax 

Dividends-paid credit 
for “‘mutual invest- 
ment companies”’ (in 
lie ] of (2)) 

Total of (1) and (2), or 


following computati« 


Rates of Tax 
8% 
II 
13 


15 


is arrived at 


$xxxx 
$xxxx 
XXXX 
XXXX 

XxXXX 

$xxxx 


yn shows the 


ion surtax rates. For the purpose of 





this illustration, it is assumed that the 
‘“‘adjusted net income” is $1,000,000 and 
the “undistributed net income” is $700,000: 


of Un- Amounts of 


Surtax on Un- 


Amount 
) +? fF de ct PP | 
Percentages of distributed Net 
Adjusted Net Incomein Each Rates of distributed Net 


Income Bracket Surtax Income 
First 10% $100,000 7% $ 7,000 
10-20% 100 , OO 12 12,000 
20-40 % 200,000 17 34,000 
40-60 % 2 100 22 44,000 
Over 60% 10 10 27 27,000 

$700 , 000 $124,000 


The surtax is slightly reduced for corpo- 
rations having an “‘adjusted net income”’ 
of less than $50,000, as these are allowed to 
include up to $5,000 in the bracket taxable 
at 7%. 

The ratios of the 
tributed net income” and to 
income”’ (if in excess of $50,000), assuming 
dividends paid as shown in the table, are as 
follows: 


“c 


surtax to ‘“‘undis- 


‘ 


‘adjusted net 


Percentages of Ratios of Sur- 

Adjusted Net In- taxto Undis- Ratt f Surtax 
me Paid 17 tributed Net to Adjusted Net 
Dividends Income Income 

10 Q N ne NX 
9 7 % 7% 
8 9.5 1.9 
70 12 3.6 
60 3.2 5.3 
50 15 7.5 
40 10.2 9.7 
30 17.7 4.4 
20 18.9 15.1 
IC 19.8 17.8 
N r 2 S 2 5 
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Certain corporations are exempt from 
the tax on undistributed income. This tax 
does not apply to domestic corporations 
which for any portion of the taxable year 
are in bankruptcy under the laws of the 
United States, or are insolvent and in 
receivership in Federal or state courts. 
Neither does the surtax apply to banks (as 
defined in the act), insurance companies, 
foreign corporations, certain corporations 
deriving a large percentage of income from 
United States possessions, China Trade 
Act corporations, nor joint stock land 
banks. 

In computing the surtax, “‘adjusted net 
income” and “undistributed net income” 
are arrived at as follows: 

Net income, as defined in the stat- 
ite (gross income less allowable 
deductions) $xxxx 


(1) The corporation nor- 
nal tax $xxxx 
(2) Tax-free interest in- 


- : 
cluded in gross in- 


come XxXxXxX 
(3) Special deductions for 
bank affiliates and 


national mortgage 


associations XXXX 
Total of (1), (2), 
and (3) XXXX 
Adjusted net income XXXX 
Less: 
(4) Dividends-paid credit XXXX 
(s) Credit rela to 
C tracts estrict- 
payment of 
lividends XXXX 
Total « 4) and 
(5) XXXX 
Undtstributed net income $xxxx 


The amounts of the credits allowable for 


the various types of noncash distributions 


are. 


(a) Stock dividends and stock rights are 
deductible as part of the dividends-paid 
credit at their fair market value if the, 
constitute taxable dividends to the 
stockholders; 

(b) For a dividend paid in property 
other than money the dividends-paid credit 
is the tax basis of the property to the corpo- 
ration or the fair market value at the time 
of payment, whichever is lower; 

(c) If a dividend is paid in obligations of 
the corporation, bonds, for example, the 
dividends-paid credit is the face value of 
the obligation or its market value, which- 
ever is lower. If the fair market value is 
lower, when the obligation is redeemed the 
excess of the redemption price over such 
fair market value at time of issue is allowed 
as part of the dividends-paid credit in the 
year of redemption to the extent that 
it is not allowable as a deduction in con- 
puting the net income for any taxable 
year. 

In the case of contracts restricting the 
payment of dividends, the law also allows 
as a deduction in arriving at “undistributed 
net income” the larger of the two following 
credits: 

(1) The portion of the adjusted net in- 
come which cannot be distributed within 
the taxable year without violating a pro- 
vision of a written contract executed prior 
to May 1, 1936, dealing expressly with the 
payment of dividends; 

(2) The portion of the earnings of the 
taxable year paid in discharge of a debt 
incurred before May 1, 1936, or irrevocabl} 
set aside within the year for the discharge 
of such a debt, provided the corporation 1s 
required to pay or set aside such amounts 
by a written contract executed prior t 
May 1, 1936, dealing expressly with the 
disposition of earnings of the taxable 


year. 
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rHE UNDISTRIBUTED PROFITS TAX IN THE FISCAL 
SYSTEM 


BY ALFRED G. 


HE enactment of the surtax on 
the undistributed profits of 
corporations in 1936 marks a 
jamental change in Federal income 
tion.! Some of the economic prob- 
arising from the imposition of the 
n undistributed profits will be con- 
| here, but no attempt will be 
» indicate the nature of the 
nting and legal problems of the 
tributed profits tax. Nor will 
lesirability of the Federal expendi- 
which are supported by the col- 
ns from the undistributed profits 
- appraised. It will not be neces- 
ither to repeat here the numerous 
guments for and against the un- 
buted profits tax which ap- 
1 in the Congressional and public 
ion.” 


ry of the Undistributed Profits Tax 
he undistributed profits tax is 
lly an innovation in public fi- 
The Federal Government has 

e Revenue Act of 1936 four taxes are imposed 
Three of these are profits taxes and 

s a capital stock tax. The rates of the newly 
indistributed profits tax range from 7% on 
f the undistributed profits not in excess 

f the adjusted net income up to 27% of the 
uted profits in excess of 60% of the adjusted 
[n order to lighten the taxes of the smaller 

$, corporations with a net income under 

e granted a special credit. Banks and insur- 
anies are exempt from the undistributed 

tax but are liable for a tax at the rate of 15% 
profits in lieu of this tax and the normal 
tax. Foreign corporations are taxed at special 
Corporations in bankruptcy, insolvency, and 
are exempt from the undistributed profits 
redit for intercorporate dividends was 
0% to 85% of the dividends received. 


sd the rate f the y 
iced e rates of the 
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taxed undistributed profits in various 
ways in the past, but has never imposed 
a general surtax on the undistributed 
profits of corporations. Since its intro- 
duction in 1909 the corporation income 
tax has been levied on total profits, 
irrespective of their retention or dis- 
tribution. The Civil War income tax, 
beginning with the law of 1864, taxed 
the shares of undistributed corporate 
income belonging to the stockholders 
at the same rate as other income. The 
War Revenue Act of 1917 imposed a 
tax at the rate of 10% on the profits of 
corporations undistributed for six 
months after the end of the taxable 
year if such earnings were not em- 
ployed in the business. Since 1913 the 
Federal Government has also experi- 
mented with the principle of taxing 
undistributed profits in order to prevent 
the avoidance of the surtax on individ- 
ual incomes. Beginning with 1921 
special surtaxes were levied on the sur- 
pluses of corporations for avoiding the 


profits tax in each bracket, except on income over 
$40,000, which is taxed at the same rate. The rates 
are now graduated from 8% on the net income not in 
excess of $2,000 up to 15% on the net income in 
excess of $40,000. The rates of the excess profits tax 
remain unchanged at 6% of the net income in excess 
of 10% and not in excess of 15% of the adjusted 
declared value of the capital stock, and at 12% on the 
remaining net income. The capital stock tax was 
reduced from $1.40 to $1.00 for each $1,000 of the 
adjusted declared value of the capital stock. 

2 The current considerations in favor of and against 
this tax were discussed in the Congressional hearings 
and debates. See Committee on Ways and Means, 
Hearings on the Revenue Act of 1936, March 30 to 
April 7, 1936; Senate Finance Committee, Hearings 
n the Revenue Act of 1936, April 30 to May 12, 1936; 
and the Congressional Record for the period March 


througn June, 1930. 
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surtax on individual incomes, and in 
1934 a surtax was also imposed on 
the surpluses of all personal holding 
companies. 

These cases of undistributed profits 
taxation were cited by the Treasury 
as precedents for the enactment of the 
tax on undistributed profits,* but none 
of these taxes closely parallels the new 
undistributed profits tax. The Civil 
War tax was collected at a moderate 
rate of 10% as a maximum in order to 
reach personal incomes at the source. 
It was distinctly a revenue measure and 
was not intended to induce corporate 
reforms. During this period, further- 
more, no corporate income tax was 
imposed. For many years the govern- 
ment has tried to stop the avoidance 
of the surtax on personal incomes by 
taxing corporate surpluses; in certain 
instances with special imposts, but 
before 1936 it had not levied a general 
tax on corporate undistributed profits. 

Foreign experience with the undis- 
tributed profits tax is quite limited. 
The Treasury, unfortunately, neglected 
to study the operation of the foreign 
taxes and was content to confess its 
ignorance of foreign experience with the 
undistributed profits tax. Norway has 
employed such a tax since 1921, in spite 
of criticism by the business world. 

The rate of the Norwegian surtax on 
undistributed profits in 1935 was 8.8%, 
and that of the ordinary profits tax 
was 10%. Business complains that the 
tax on undistributed profits is detri- 
mental to corporate saving and weakens 
the reserves required for various con- 
tingencies. Belgium taxed the undistrib- 
uted profits of domestic corporations 
with graduated rates running up to 
9.9% in 1935, while foreign corpora- 
tions were subjected to rates graduated 
up to 11%. Sweden collected an undis- 


3 See House Hearings, 1936, pp. 23 and 658. 


tributed profits tax for several years 
after the World War, but has abap- 
doned it. 

The English system of income taxa- 
tion has been referred to by the Treas. 
ury as an illustration of a tax op 
undistributed profits, but the English 
plan of taxing undistributed profits js 
fundamentally different from the tax 
proposed by the President and the 
Treasury as well as from that adopted 
by Congress. England levies a tax on 
the total income of corporations at the 
normal tax rate as a means of collecting 
the normal tax on individual incomes 
at the source. If the tax rate on divi- 
dends received by the shareholder jis 
higher than that which the individual 
would pay if the tax were collected di- 
rectly from him, he is allowed a credit 
for the excess. Dividends paid out are 
exempt from the normal tax on indi- 
viduals but not from the surtax. Divi- 
dends received by corporations on 
which the income tax has been paid 
by another corporation are also ex- 
empt. In effect, then, England taxes 
the undistributed profits of corpora- 
tions at the normal tax rate, which was 
22.5% in 1935, and taxes distributed 
profits as individual income. The tax 
on undistributed profits is a revenue 
device rather than a reform measure. 
It should be noted also that England 
does not collect a normal profits tax, 
an excess profits tax, or a capital stock 
tax. 

After the World War, England re- 
jected the proposal that a surtax should 
be levied on the undistributed profits 
of corporations at a high rate designed 
to curb the avoidance of the surtax on 
personal incomes, because of the fear 
that corporate reserves would be penal- 
ized in a period when their expansion 
was desirable and also because it was 


‘ Tbid., p. 40. 
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that the shareholders with 
incomes would be taxed at the 
rate on their portions of undis- 
profits as those with large 
es. In its report in 1927, the 
Committee declared that cor- 
saving was sound in principle 
that im some cases corporations 
inwisely invested their retained 
No surtax on undistributed 
was recommended.® 
the United States the undis- 
1 profits tax was apparently 
seriously considered as a revenue 


ring the World War, when new taxes 


) 


I 


eagerly sought. One of the first 
ils to tax undistributed profits 
experiment was offered by the 
Dr. Tl. S. Adams, Treasury adviser 
Professor of Political Economy 
University. Dr. Adams thought 
indistributed corporate earnings 
be taxed at the rates which 
be imposed if such profits were 
buted to the stockholders.’ This 
ple was recently advocated by 
ent Roosevelt and the Treasury 
a different interpretation. Dr. 
ns believed that the high surtax 
f the personal income tax should 
wered and that the excess profits 
ild be repealed. He desired to 
the undistributed profits tax 
jualize the taxation of incorporated 
unincorporated 
ested that a normal tax at the rate 
should be levied on corpora- 


enterprises. He 


covyal Comm ss n the Income Tax, 
Leuidence, Cmd. 288, 1919, pp. 711-713. 
1¢ Committee on National Debt and Taxa- 
2800, 1927, pp. 145-150. 


s 5. Adams, ‘Federal Taxes upon Income 


Profit American Economic Review, 
VIII 25-26 
5S. Adam Immediate Future of the 
rT Tax {merican Econon Revie 
20, V xX 15-18. Also see his 
I e¢ e¢ Ways and Means, 
Revenue Re n, 1920-1921, Part | 
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tion profits and that an additional tax 
should be imposed on the undistributed 
profits of corporations at a rate of, 
perhaps, 20%. This tax was designed 
as a revenue producer and not as an 
instrument of corporate reform. Dr. 
Adams admitted that the undistributed 
profits tax possessed real defects.* 

In 1920 Secretary of the Treasury 
Houston, probably under the influence 
of Dr. Adams, recommended a tax on 
the undistributed profits of corpora- 
tions similar to that proposed by Dr. 
Adams.® In this period the undistrib- 
uted profits tax found a certain amount 
of favor, but Congress did not take 
steps to adopt it. In 1924, however, 
the Senate approved an undistributed 
profits tax which was sponsored by 
Senator A. A. Jones of New Mexico. 
The rates were graduated from 0.25% 
to 40%, according to the ratio of undis- 
tributed profits to surtax net income.’ 

Interest in the undistributed profits 
tax was revived in 1927, when a com- 
mittee of the National Tax Association 
recommended the adoption of a surtax 
on the undistributed profits of corpora- 
tions at a rate of 10% as a premium to 
be paid for the privilege of deferring 
the distribution of dividends." At this 
time, however, the Joint Congressional 
Committee on Internal Revenue ‘Tax- 
ation reported adversely on the undis- 
tributed profits tax to Congress because 
of the fear that such a tax would deter 
business expansion, retard the reason- 


his article, ‘‘ Fundamental Probiems of 


pp. 17 ff., and 


rt : 


Federal Income Taxation,” Quarterly Journal of 
Economics, 1921, Vol. XXXV, pp. 527-556. 

See Secretary of the Treasury, Annual Report, 
1920, pp. 33-43. 


10 For a discussion of the tax see Congressional Record, 
1924, Vol. 65, Part 8, pp. 8011-8034, and Part 9, 
Pp- 9390-9421. 

11See National Tax 
Committee 
Proceedin 


Associati n, **Report of the 
the Simplification of the Income Tax,” 


» 1927, pp. 133-135 
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able retention of corporate earnings, 
and possibly cause the injudicious dis- 
tribution of dividends.?? 

The undistributed profits tax has 
found the most favor during Demo- 
cratic administrations. In his accept- 
ance speech before the Democratic 
national convention in 1932, Mr. Roose- 
velt criticized corporate saving and de- 
clared that the tremendous corporate 
profits of the 1920’s had largely es- 
caped Federal taxation.'* In 1933 in his 
book, The Industrial Discipline, Pro- 
fessor Rexford G. Tugwell advocated 
the application of the undistributed 
profits tax as a means of reducing cor- 
porate saving and stabilizing business, 
in conjunction with other reforms.!4 
In its tax program of 1933, however, 
the government introduced the proc- 
essing taxes, the excess profits tax, the 
capital stock tax, and other measures 
rather than the undistributed profits 
tax. In 1934 and 1935 the income and 
estate tax rates were advanced to new 
high levels. President Roosevelt de- 
clared to Congress in 1935 that corpo- 
rate structures should be simplified and 
unnecessary corporate surpluses and 
holding companies should be eliminated 
by taxation, which should also be em- 
ployed to lessen the concentration of 
wealth and corporate control.” 

When, early in 1936, the Supreme 
Court declared the processing taxes 
unconstitutional and Congress pro- 
vided for a cash settlement on the ad- 
justed service certificates of the war 
veterans over his veto, the President 
came out boldly for the undistributed 
profits tax in order to raise $620,000,000 
in additional annual revenues. He 
asked that all existing corporation 


12 See Report of the Joint Committee on Internal Revenue 
Taxation, 1927, Vol. I, p. 54. 

13 See his speech as reported in the New York Times, 
July 3, 1932, p. 9. 


14 See Chap. VIII. New York: Columbia University 
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taxes should be abolished and the 
undistributed profits tax should be sub. 
stituted for them. Intercorporate diy;- 
dends were not to be exempt from tax. 
ation, and earnings paid out were to be 
taxed with the individual income tax. 
The new system of taxation was advo. 
cated primarily as a revenue measure, 
but it would also accomplish important 
reforms in taxation. The undistributed 
profits tax would equalize taxation 
incorporated and unincorporated enter- 
prises, of large and small enterprises, 
and of undistributed and distributed 
earnings. The government could now 
reach the corporation surpluses whic! 
had escaped from the surtax on ind:- 
vidual incomes, the tax system would 
be simplified, and greater revenues 
would be obtained.'* In the opinion 
Professor Tugwell and certain other 
advocates of the undistributed profits 
tax, it would be conducive to the stabi- 
lization of business and would give the 
stockholders more control over div:- 
dend policies. 

The House of Representatives 
adopted the tax proposal of the Presi- 
dent, as it was worked out by the 
Committee on Ways and Means 
cooperation with the Treasury. The 
Senate, however, balked at the aban- 
donment of the existing corporatio! 
taxes for the untried undistributed 
profits tax. A compromise was finally 
effected which provided for the levy 0 
a surtax on undistributed profits in 
addition to the other corporation taxes. 


Incidence of the Undistributed Profit 
Tax 

Some attention may now be givent 
the economic problems which are 1n- 
Press, 1933. 
18 See Committee on Ways and Means, Hearing 
Proposed Taxation of Individual and Corporate In 
comes, Inheritances, and Gifts, July 8-13, 1935, P- 4 
16 See House Hearings, 1936, pp. 2-4. 
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in the collection of the tax. A 
the undistributed profits of cor- 
ns is paid out of the retained 
It tends to remain with the 
tion and cannot ordinarily be 
| by raising prices. It is essentially 
on saving, and as such will have 
lirect and indirect effects on the 
y of capital, the demand for 
|. and business activities. The un- 


ributed profits tax must be paid by 


upermarginal, or profit earning, 


erns rather than by the marginal, 


-profit, concerns. It is a tax which 
id after expenses which tend to 
nine prices have been deducted. 

persons have predicted that 


idvance in the level of prices be- 


J 


it will be an added business 


nse. This point of view overlooks 


fact that the undistributed profits 


s paid out of surplus income and is 


iid by the marginal corporations 
fail to earn profits, whose costs 


to establish market prices. In the 


f public utilities, for which a cer- 
turn is guaranteed on the in- 
ent, the rates could be fixed to 
for this return in excess of the 
ributed profits tax, under favor- 
eee but as rates are actu- 


letermined, they may hot provide 
romised return. The undistributed 


ts tax will have a depressing effect 


iness, but, on the other hand, the 


ernment expenditure of the tax 


tions will place the funds taken 


business back in circulation. 
he effects of the undistributed prof- 


will vary with such factors as 
x rates, exemptions, and general 
uc conditions. The higher the 
of the tax, the more it will curtail 


rate saving. Corporations may 


| or reduce the undistributed prof- 


x Dy increasing the percentage of 
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earnings distributed, but this course 
will cause higher individual income 
taxes to be paid in the aggregate. Cor- 
poration securities are owned mainly 
by the upper income classes which sup- 
ply most of the saving of society. A tax 
levied directly on their income or in- 
directly as an impost on corporate sav- 
ing will tend to be paid out of savings, 
although spending may also be sacri- 
ficed. As saving decreases, capital will 
tend to become more scarce and in- 
terest rates will tend to rise. On the 
other hand, if the tax discourages busi- 
ness and deters expansion, the demand 
for funds will also weaken, and this will 
tend to cause a drop in interest rates. 
The ultimate effects of the tax on 
undistributed profits are complex and 
uncertain. If the tax is heavy enough to 
reduce substantially the funds avail- 
able for business, it will also reduce 
production and employment. The ef- 
fects of the tax cannot be studied apart 
from the effects of government spend- 
ing of the collections. If the tax collec- 
tions are spent less productively by the 
government than they would be spent 
by corporations and individuals, the 
social costs will be greater than the 
social gains. The possibility of business 
obtaining funds from government con- 
trolled credit, rather than from the rein- 
vestment of earnings and various other 
factors, will also have a bearing upon 
the effects of the undistributed profits 
tax. Certain probable effects will be dis- 
cussed more fully later in this article. 


Regulatory Taxation 


The undistributed profits tax has 
been proposed by many persons as an 
agency of social reform as well asa 
revenue. Let us first consider its regula- 
tory value. According to the regulatory, 
or nonfiscal, theory of taxation, taxes 
should be employed to promote desir- 
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able social reforms. Professor Tugwell 
has urged the adoption of the undis- 
tributed profits tax as a measure which 
would tend to reduce and redirect cor- 
porate saving and thereby promote 
business stabilization. President Roose- 
velt wishes to utilize the undistributed 
profits tax to protect the smaller con- 
cerns from the large corporations, to 
equalize tax burdens, and to procure 
additional revenues. 

According to conservative opinion, 
taxes should be employed only for 
revenue and should be collected in such 
a way that they will interfere with the 
economic processes as little as possible. 
This is the fiscal theory of taxation. 
lhe regulatory principle, however, is 
being ever more widely applied by the 
Federal and the state governments. 
Regulation and revenue are inconsis- 
tent with each other, ordinarily, be- 
cause high tax rates may provide much 
regulation and little or no revenue, 
while low tax rates may supply much 
revenue and little or no regulation. 
Thus, an extremely high-rate undis- 
tributed profits tax will compel cor- 
porations to distribute their earnings, 
but when it is coupled with high income 
taxes it will tend to dry up future 
sources of revenue.” 

The hostility of the Roosevelt Ad- 
ministration to the large corporations 
is well known. It has been felt that the 
larger enterprises and the wealthier 
classes were escaping their proper share 
of taxation, while the smaller enter- 
prises and the poorer classes were taxed 
too heavily. This theory has definitely 
affected the tax legislation of 1935 and 
1936. It may be debatable whether, 


I er discus f the regula es 
Axa ee H. W. Peck, ““The Use of e Taxing 
P r Nonfiscal Purposes,” The Anr t 
\ Aca [ PF cal a social Science 
I \ 183, { s7-62: A. G. Buehle Publt 
Graw-Hill B 
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from the social standpoint, COrpo- 
rations should be permitted to groy 
steadily in size and influence, but the 
tax remedies which the government has 
thus far adopted will apparently not 
level down the large corporations, as 
later discussion will indicate more fully. 
The undistributed profits tax has 
been proposed by Professor Tugwell! 
and others as an aid in stabilizing busi- 
ness. According to Professor Tugwell, 
corporations have, in many instances, 
reinvested their earnings unwisely in 
unneeded plant and equipment so that 
productive facilities have been over- 
expanded at the expense of consump- 
tion. If corporations were compelled by 
taxation to distribute all their earnings 
as dividends, their capital would have 
to be raised in the money markets by 
convincing the stockholders to tum 
their dividends back into the business 
or by selling new securities under 1] 
supervision of an agency like the Se- 
curities and Exchange Commission. If 
the undistributed profits tax were com- 
bined with the substitution of national 
governmental reserve funds for busi- 
ness reserves, Federal control of prices, 
Federal chartering of corporations and 
control of their financing, and the pro- 
tection of various social groups, 
powerful influence would be exerted 
toward business stabilization, Professor 
Tugwell believes. '8 Although the Treas- 
ury advocated the undistributed profits 
tax primarily as a revenue measure, 
certain of the Treasury officials por- 
trayed the evils of excessive corporate 
saving and suggested that beneficial 
results might ensue if the undistributed 
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profits tax reduced this saving.’ 


Inc., 1930, pp. 491-494; and H. L. Lutz, P 
Finance. Third edition. New York: D. Aj 
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lesire to lessen business insta- 


is commendable, but the undis- 


1 profits tax would probably be 
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ve as a stabilizer. Oversaving 


es of depressions have long been 


but it is not certain to what 
ladjustments in saving and 


blaic 


r are causes rather than effects 


iness cycles. Although Treasury 
; maintained that the depression 


1930's was preceded by the 
increase in corporation sur- 


history, this has been denied 
investigators. A study by the 
ts of the Brookings Institu- 
rporate saving in the period 
ugh 1929 has revealed no 
tendency for corporations to 
n increasing percentage of their 
, or to save a larger proportion 


national income.” Data com- 


the Treasury for the period 
igh 1933 show that the ratio 
vested current earnings of cor- 
their compiled net profit 

1 from 49.0% in 1923 to 36.7% 
then dropped to 4.8% in 
proposed here to enter into 
versy over the importance 
ing as a cause of depressions. 
necessary to point out that 
cycle theory is still in the 


versial stage, and that while 


f corporate saving believe 
intensified business fluctua- 
hers are of the opinion that 
reserves are necessary cush- 
lepressions which may be used 
regular dividends and to 
ations ride out the storms of 
and continue in part as 
loying units. The exemption 
Leven, Harold G. Moulton, and Clark 
{merica’s Capacity to Consume, Washing- 
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of the undistributed profits of banks 
and insurance companies from the new 
surtax is an admission on the part of 
the government of the necessity of cer- 
tain reserves at least. Because of the 
active disagreement over the causes of 
the business cycle, the Federal Govern- 
ment would do well to be cautious in 
endorsing panaceas for business fluctua- 
tions. ‘The crude oversaving theories 
are a dangerous guide in shaping tax 
policies for corporations. 

The present undistributed profits 
tax will no doubt exert pressure to 
increase the percentage of earnings 
paid out as dividends, but it will not 
cause the abandonment of corporate 
saving. The great bulk of corporate 
dividends is paid out by the large 
corporations. In 1933, among the cor- 
porations with net incomes, those with 
assets over $1,000,000 paid out 92% of 
the total cash dividends, while those 
with assets over $10,000,000 paid out 
75% of the cash dividends, and those 
with assets over $50,000,000 paid out 
55% of the cash dividends.*? More- 
over, the large corporations commonly 
withhold a small percentage of their 
earnings. A study by Professor Crum 
for the three years 1931-1933 indicated, 
indeed, a pronounced tendency for the 
larger corporations in those years to 
pay out a larger percentage of their 
earnings as dividends than the smaller 
corporations.”* It should be noted here, 
however, that Professor Means found 
that in the period 1922-1927, a group 
of 108 of the largest corporations with- 
held a higher percentage of their earn- 
ings than all nonfinancial corpora- 
tions.*4 Since Professor Crum did not 
separate the corporations with assets 


>W. L. Crum, “Statistics of Income Show Gross 
Inequalities under Proposed Tax Rev ~ ane 
Annalist, May 1, 1936, pp. 652-654 

24 Gardiner C. Means, ‘The Large Corporation in 
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of $100,000,000 or more, as Professor 
Means did, the two studies are not 
strictly comparable. 

Final conclusions cannot be drawn 
here, but it is a common impression 
among observers that the larger cor- 
porations tend to pay out a higher 
percentage of earnings than the smaller, 
although there are many individual 
exceptions to the rule. Mr. Helvering 
of the Treasury admits that many 
large corporations distribute relatively 
more of their earnings than the small 
corporations, but insists that no gen- 
eral rule can be laid down. The Treas- 
ury, unfortunately, made no study 
of the comparative dividend policies 
of the larger and smaller corporations. 
If the larger corporations, which dis- 
tribute most of the dividends, withhold 
relatively less of their profits than the 
smaller corporations, and pay out 
nearly all of their earnings, the undis- 
tributed profits tax will not cause the 
revolutionary increase in dividends that 
some persons have anticipated. That 
is, the value of the tax in reducing 
corporate saving is limited, unless the 
rates should be drastically increased. 
A tax at graduated rates will be espe- 
cially onerous on the small and growing 
corporations, and on those with fluc- 
tuating earnings, which save a high 
percentage of their earnings. If it does 
force them to pay heavier dividends 
or deprives them of necessary capital, 
it may entail serious social conse- 
quences. To the extent that corporate 
dividends are increased during prosper- 
ity, they will tend to be decreased 
during depression, so that fluctuations 
in dividend income will be intensified. 

If one holds to the view that no 
general relationship prevails between 
the size of corporations and their 
dividend policies, the effects of the 


25 See Senate Hearings, 1936, p. 25. 


undistributed profits tax on economi; 


conditions would appear to be highly 


uncertain. The Treasury was unable ty 
prove that the smaller corporation; 
saved relatively less than the larger 
If it is uncertain how the undistribute; 
profits tax will affect dividend policies 
it is illogical to employ this tax as ; 
business stabilizer. If it does restric: 
corporate saving and lessen invest. 
ments in plant and equipment, it shoul: 
not be used during depressions ané 
recovery when business is struggling 
to get back on its feet. There are many 
arguments which might be presente 
against the undistributed profits ta 
as a stabilizer of economic condition 
but it is not necessary to mention then 
here. Even if one should grant, for the 
sake of the argument, that such a ta 
could theoretically be used in lessening 
business fluctuations, it is improbab} 
that the Federal Government wou 
find it practicable to adjust the rate 
of the tax according to changing eco 
nomic conditions. The government 
already so heavily burdened wit 
grave responsibilities that one maj 
doubt its capacity to regulate corporate 
saving by taxation. 

The revenue needs of the gover 
ment also militate against the use 
the undistributed profits tax as % 
stabilizer. If it should produce large 
revenues, the government could no 
afford to abandon its revenues | 
exchange for its uncertain regulator) 
value. If the rates of the tax should & 
raised high enough to drive out 4 
corporate earnings into dividends, an 
if this dividend income were taxed # 
extremely high rates, the governmet! 
would find itself destroying the sour 
of huge revenues. If it is logical ' 
employ the undistributed profits 
as a business stabilizer, it is also logic 
to use the other Federal taxes for th! 
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mic conditions. Why not utilize 
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stabilization? The answer 
vernments need their revenues 
y to sacrifice them for non- 
purposes, that governments 
t dificult to adjust their revenues 
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more difficult to attempt to 
cyclical movements through the 
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stem. 

Professor Tugwell and others have 
-d the use of the undistributed 
tax as a means of compelling the 
s of corporations to submit to 
shes of stockholders and pay 
iberal dividends by reducing 

gy. There are also serious objec- 

to this proposal. It is not at all 

n that the rank and file of stock- 

would be capable of intelli- 
determining the proper amount 
porate saving if they had the 
rtunity, nor that the undistributed 
tax would remove the control of 
tion policies from those already 
wer. It may be, as President 
has declared, that some 
stockholders forego dividends 
their wishes, but there are al- 
nflicting viewpoints among the 
lders. There are good reasons 
elleving that the larger corpo- 
ns frequently pay out nearly all of 
earnings as dividends, and that 
ng the small corporations the stock- 
should have sufficient voice 

mit the democratic control of 
policies. It may very well 

that the directors go contrary 
wishes of many stockholders in 
ning a given percentage of earn- 
t it does not follow that the un- 
ited profits tax is justifiable as 
rument of reform. It will penal- 
good as well as the bad corpo- 
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rations. Other methods of reform, such 
as the Federal chartering of corpo- 
rations, appear to offer more promise in 
curbing corporate abuses than the un- 
distributed profits tax. If the rates of 
the tax were high enough to compel the 
complete distribution of earnings, seri- 
ous social consequences might ensue. 


The Undistributed Profits Tax as an 
Equalizer 

The undistributed profits tax has 
not only been recommended as a vehi- 
cle of corporate reform and business 
stabilization, but also as an equalizer of 
tax burdens among large and small 
corporations, incorporated and unin- 
corporated enterprise, distributed and 
undistributed earnings, and large and 
small incomes. The President and the 
Treasury have made much of the heavy 
taxation of small as compared with 
large enterprises. In 1935 the President 
urged that graduated rates should be 
employed in profits taxation so that the 
larger corporations would pay more 
tax and the smaller corporations would 
pay less. To some extent such a result 
would be obtained, because the smaller 
income corporations would pay lower 
tax rates. As a matter of fact, however, 
the larger corporations have, in general, 
earned much the greater part of taxable 
income and have consistently paid by 
far the greater part of the profits tax. 

A tax on undistributed profits at 
graduated rates penalizes the small 
corporations which retain a high per- 
centage of their profits to finance their 
growth and meet various contingencies. 
If the small corporations pay out more 
earnings and attempt to procure needed 
capital by the sale of stock, they will 
frequently find it more difficult to sell 
stock than the larger corporations do. 
Corporations without substantial re- 
serves can hardly sell bonds or obtain 
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liberal credit from the banks and other 
sources. The undistributed profits tax 
forces the smaller corporations to pay 
a punitive tax for withholding desired 
funds, or to face the difficult problems 
of obtaining capital elsewhere. 

The excess profits tax is also harder 
on the smaller corporations, generally 
speaking, than on the larger. As the 
Treasury maintained in its brief for the 
1935 tax bill, various statistical inves- 
tigations agree that the smaller suc- 
cessful corporations customarily earn a 
higher rate of return on the investment 
than the larger corporations. These 
successful smaller corporations must, 
therefore, pay higher rates of excess 
profits tax than the large corporations 
with lower rates of return. As the 
Treasury also observed in connection 
with the 1935 revenue bill, the smaller 
successful corporations tend to have 
more fluctuating earnings than the 
larger successful corporations. As a 
consequence, the smaller corporations 
must pay the higher rates of the excess 
profits tax in their good years, and may 
also pay the maximum rate of the 
normal profits tax. The larger success- 
ful corporations, however, have more 
stable earnings and may pay a lower 
average rate of excess profits tax if not 
of normal profits tax. When the undis- 
tributed -profits tax is added to the 
excess profits tax, it accentuates the 
disparity in the taxation of the larger 
and the smaller corporations, although 
it is true that the undistributed profits 
tax may be reduced somewhat for cor- 
porations with a net income under 
$50,000 by taking advantage of the 
specific credit allowed by the law. 

The undistributed profits tax has not 
only been endorsed by the President 
and the Treasury as an equalizer of 
taxation among large and small enter- 
prises, but also among incorporated 
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and unincorporated enterprises. It ha; 
long been observed that the undjs. 
tributed profits of corporations escape 
the surtax on individual incomes, 
whereas the retained income of unin. 
corporated enterprises is liable for this 
tax. The importance of this fact ha 
been greatly exaggerated, however, jy 
the discussion of the undistributed 
profits tax. Treasury statistics shoy 
that under the 1935 law, excluding the 
excess profits tax and the capital stock 
tax on corporations, the total profit 
tax rate was higher for corporations 
than the tax rates on the incomes 
the owners of unincorporated enterprises 
until more than a $25,000 net income 
was enjoyed by an individual proprie. 
tor and until more than a $50,000 net 
income was enjoyed by two partners.” 
The great majority of the owners oj 
unincorporated enterprises, which ar 
generally small undertakings, therefor 
pay lighter taxes than they would pay 
if they were incorporated, because the; 
escape the corporation profits taxes and 
the capital stock tax, and they may 
pay only the normal tax on their ind:- 
vidual incomes or no _ personal in- 
come tax at all because of their low 
incomes. 

The unincorporated form has 
material tax advantage and may als 
have other advantages over the incor- 
porated form of enterprise, such 4: 
freedom from obtaining a charter, the 
payment of annual corporation fees an¢ 
taxes, and the Federal regulation of the 
sale of securities. It is true, as the Presi- 
dent implied in his tax message 
Congress on March 3, 1936, that t 
higher corporation taxes on small enter- 
prises may deter some undertakings 
from incorporating, but this disadvar- 
tage should be more than offset by th 
advantage of lower taxes. 


26 See House Hearings, 1936, p. 585. 
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f equalizing the taxation of 
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the surtax on individual in- 
[he government has overlooked 
ct that if distributed and undis- 


ited earnings are to be taxed at the 
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nust both be taxed uniformly 
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income. An equality of tax rates 
be obtained when part of the 
of a corporation are taxed as 


tributed income at one set of rates 


the earnings paid out are taxed as 
vidual income at another set of 


[he equality of taxation which 
vernment desires is an equality 


tal tax payments on corporate 
ngs whether they are distributed 
t, so that it will lose no revenue if 


of the earnings are withheld. 
an equality is purely mathe- 
il and is not an equality of bur- 
n taxpayers. 
shares of the stockholders of 
listributed profits of corpora- 


were taxed in each case as individ- 


me with reference to the proper 
f tax on the incomes of varying 


nt, the undistributed profits tax 


be adjusted to individual ability 
Such a proposal, however, 
to involve grave legal and 


nistrative difficulties. The other 


native is to tax undistributed 


at such a high rate that no 


ration would retain any of its 


ne and all profits would be taxed 


hands of stockholders as individ- 
ome. Such a policy, however, 
have disastrous effects on cor- 
ns and involves serious social 
ms. A simpler method of equaliz- 

taxation of the undistributed 
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earnings of incorporated and unin- 
corporated enterprise is to permit 
unincorporated enterprises to be taxed 
on their undistributed earnings in the 
same manner as corporations. Only the 
larger enterprises, which are relatively 
few in number, and which suffer from 
the discriminatory taxation, would take 
advantage of this privilege. The only 
apparent disadvantage is that the gov- 
ernment would lose some revenue from 
this arrangement. 

One of the most popular arguments 
for the undistributed profits tax is that 
it is necessary in order to reach the 
profits which avoid the surtax on 
individual incomes. The Treasury esti- 
mated that over $4,500,000,000 would 
be withheld from dividend distribution 
in the calendar year 1936 if the tax 
laws were not changed. This would 
deprive the government of tax revenues 
of more than $1,300,000,000 in one 
year.”” In many cases the retention of 
corporate income is strongly influenced 
by the desire of the wealthy stock- 
holders to lessen taxes on their incomes. 
But this motive is not the only induce- 
ment to corporate saving, and is ap- 
parently not the predominant factor in 
determining the dividend policies of 
the great majority of corporations. If 
the surtax on individual incomes were 
not so high, there would be less incen- 
tive to surtax avoidance. It is fiscally 
unwise to charge more than “the traffic 
will bear”? because of the loss of rev- 
enues that results from excessive 
taxation. In the opinion of some com- 
petent observers, the government 
possessed adequate facilities for mini- 
mizing surtax avoidance without adopt- 
ing the undistributed profits tax. For 
years the government has provided 
penalties for the unreasonable with- 
holding of corporate earnings. 


27 See House Hearings, 1936, } 
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The government’s arguments con- 
cerning surtax avoidance are excuses 
for the undistributed profits tax rather 
than a justification of it. Undistributed 
profits do not escape all taxation, but 
are taxed, along with distributed earn- 
ings, by the normal profits tax and the 
excess profits tax. When undistributed 
profits provide funds for successful 
business expansion, total profits are 
increased and larger tax payments 
result. If retained earnings are later 
employed for the payment of cash 
dividends, they are taxed as individual 
income. Since the retained earnings 
ordinarily increase the value of cor- 
porate stock, the owners of the stock 
will be liable for capital gains taxes 
when they sell the stock. If the stock is 
not sold, it will presumably increase 
the value of the taxable estates of the 
owners. In one way and another, the 
undistributed profits of corporations 
thus tend to increase the future rev- 
enues of the government, although 
immediate tax receipts may suffer. The 
government is so concerned over pres- 
ent revenues, however, that it cannot 
patiently wait until future tax pay- 
ments increase but insists on larger 
present taxes at any cost. 

This discussion of the undistributed 
profits tax as a possible equalizer of 
tax burdens may be concluded by stat- 
ing that it will not remove fundamental 
inequalities in taxation, because the tax 
is inherently inequitable itself. It will 
substitute some new inequalities for the 
old and will intensify some of the old 
inequalities. The most serious inequali- 
ties in profits taxation could better 
be remedied by other expedients, al- 
though it must be admitted that no 
profits tax is entirely equitable. The 
choice to be made is one of selecting 
the method of profits taxation having 
the least objectionable features. 
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Revenue Measure 


If the reasoning thus far advanced js 
fundamentally sound, the undistributed 
profits tax is warranted neither as ap 
experiment in regulatory taxation t 
promote social reforms nor as an 
equalizer of tax burdens. In the minds 
of many persons, especially in the 
opinion of business executives, this 
tax is also indefensible as a revenue 
measure. It was adopted, however, 
primarily as a revenue rather than 2 
reform measure. Its value as a regula- 
tory device and as an equalizer of tax 
burdens was greatly overstated by 
its advocates, partly as an excuse 
for a tax which the business world 
resisted. 

Congress, under the influence of the 
President, adopted the undistributed 
profits tax because the new tax would 
place additional tax liabilities on 
relatively small number of persons, the 
stockholders of corporations. Inas- 
much as corporations and the wealthier 
classes have recently been roundly 
denounced in various circles, the public 
was apathetic to the undistributed 
profits tax. Since 1936 is a year of a 
presidential election, Congress had ni 
desire to arouse political opposition 
by a broadening of the tax base. It 
therefore chose the path of least resist- 
ance, and yielded to the President's 
wishes. It was estimated by the Treas- 
ury that if corporations should dis- 
tribute all their earnings in 1936, ove! 
71% of the additional dividends would 
be received by individuals with net 
incomes over $25,000 and about 45% 
by individuals with net incomes over 
$100,000. Only 191,302 persons would 
be forced to pay heavier individual 
income taxes, and 100,000 of these 
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have net incomes of $5,000 or 


Secretary of the Treasury Morgen- 
by implication, justified the un- 
ributed profits tax as a measure 
would be consonant with the 
iple of ability to pay taxes,* but 
snomists usually interpret this 
iple, it must be applied in personal 

r than in business taxation. When 
ckholders are taxed at the same 

n their shares of retained earnings 
the undistributed profits tax, their 
ire not adjusted to their peculiar 
ties to pay because all stockholders 
the same rate of tax regardless of 
itions in their abilities to pay 


has been argued by eminent tax 
ities that business entities do 


ssess a collective ability, or capacity, 


y taxes,*® but even if one is willing 
rrant that such a collective ability 
y may exist, the undistributed 
fits tax can hardly be justified as an 
ication of this principle. The per- 
tage of profits retained by corpora- 
is not uniform, but varies with 
factors as the character of the 
igement, the size of the corpora- 


n, the nature of the industry, general 


nomic conditions, peculiar financial 


juirements, and other variable cir- 


stances. A large corporation which 


rdinarily distributes a high percentage 


earnings may be in a much 
nger position to pay an undis- 
ited profits tax than a small and 
lly growing corporation, or a cor- 
nm in urgent need of capital 


use Hearings, 1936, p. 25. 

enate Hearings, 1936, Pp. 3-4. 
sS. Adams, “‘The Taxation of Business,’ 
f the National Tax Association, 1917, 
192; Sir Josiah Stamp, “‘The Special Taxa- 
Business Profits,” Economic Journal, 1919, 
XIX, p. 417; and E. R. A. Seligman, Progressive 
in Theory and Practice. Second edition. 
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which retains much of its earnings, but 
the graduated rates of the new undis- 
tributed profits tax will all too fre- 
quently penalize the corporations with 
the least collective ability and pass 
lightly over those with the most col- 
lective ability. There appears to be no 
fully satisfactory manner of measuring 
the varying capacities of business units 
to pay taxes, although such factors as 
total net income, capital investment, 
and the rate of the return on the invest- 
ment are important.*! 

The most logical defense of the undis- 
tributed profits tax is that it is a pay- 
ment for the special benefits enjoyed 
from the privilege of withholding earn- 
ings. Since the first 10% of earnings 
retained will probably return more 
income to the corporation than the 
succeeding portions retained, the princi- 
ple of special benefits would seem to 
require a regressive rate scale so that 
the first 10% of retained earnings would 
be taxed at the highest rate and the 
last 10% at the lowest rate. Such a rate 
scale, however, would be unjust in 
those cases where an increasing or 
constant return is enjoyed from suc- 
cessive portions of retained income. 
Graduated rates would penalize the 
least desirable bracket of retained 
income with the highest rate, if we 
assume a diminishing rate of return on 
the corporate investment, and would 
tax the most desirable bracket at the 
lowest rate. 

A scale of regressive rates would be 
criticized by many persons because the 
most necessary uses of capital would 


American Economic Association Publications, 1908, 
p. 317. 

31 See Alfred G. Buehler, ‘‘The Taxation of Business 
Enterprise,” The Annals of the American Academy of 
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tend to pay the highest tax rates, and 
the less essential uses would escape with 
the lowest rates. Those who wish to 
force the distribution of corporate earn- 
ings would also object to regressive 
rates. Another group of persons may 
maintain that the special advantages 
arising from withholding earnings are 
reflected in the net income of corpora- 
tions and the individual incomes of the 
stockholders, and that no surtax on 
undistributed profits is required. The 
final conclusion here must be a matter 
of opinion. Any index of benefits en- 
joyed from government is arbitrary 
because of the lack of a suitable stand- 
ard by which to measure the value of 
those benefits. Since any rate scale will 
involve inequalities, if an undistributed 
profits tax is to be levied as a revenue 
measure, a reasonable procedure would 
be to assess all undistributed profits 
at a uniform rate. This rate should be 
moderate in order to work as little 
injury as possible to corporations and 
the fundamental economic processes. 
A rate of 5% or'10% would, perhaps, 
not be unreasonable, but experience 
would have to be the guide here. A 
higher rate might entail serious in- 
equalities among corporations as well 
as among stockholders. 

Such a tax would be a surtax on 
undistributed profits to be paid in 
addition to the normal profits tax and 
not as a substitute for it. It would be 
designed to produce revenues and not 
to promote corporate reforms and 
business stabilization. A moderate sur- 
tax on undistributed profits would 
produce substantial revenues, but not 
enough revenue to justify the abandon- 
ment of the normal profits tax. 

From the revenue standpoint, the 
undistributed profits tax is an uncer- 
tainty because we have no experience 
to guide us in estimating its probable 


42 Harvard Business ‘Review 


yield. The final effects of the tax on 
corporate dividend policies are unpre- 
dictable. As a source of revenue the 
undistributed profits tax, therefore. 
suffers disadvantages as compared with 
the existing profits taxes. The grad- 
uated rates of the normal profits tax 
were introduced only in 1935, but the 
corporation income tax has been col- 
lected since 1909 and its yield is not 
unpredictable. As a revenue measure 
the undistributed profits tax also pos- 
sesses the weakness that it will tend t 
increase the irregularity of dividend 
payments, and to that extent it wil 
increase the fluctuations in tax collec- 
tions. If the rates of the tax are raised 
to a high level, the tax will also serious}; 
curtail future sources of revenue. 

The undistributed profits tax will 
make the Federal income tax more 
rather than less complex, especially 
in view of the fact that it has been 
superimposed on a tax system which is 
already heavily encumbered with com- 
plexities. Tax complications could be 
lessened by the abandonment of all 
corporation taxes except that on undis- 
tributed profits, as the President pro- 
posed, or by the abolition of all taxes 
except that on normal profits, as some 
observers have suggested. As the undis- 
tributed profits tax was first adopted 
by the House of Representatives, it was 
probably unworkable because of the 
intricacies involved. The tax was sim- 
plified somewhat, however, during its 
passage through Congress. 

If the wishes of business had been 
respected, the existing corporation taxes 
would have been increased instead of 
adopting the undistributed profits tax. 
The Treasury estimated that an in- 
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crease in the normal tax rate to 25.5 
would provide the desired new tax 
revenues and permit the repeal of the 
excess profits tax and the capital stock 
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x. Business preferred this alternative 
he undistributed profits tax, but 
sovernment was determined to 

e, enact an undistributed profits tax in 


nite of business opposition. 
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[he excess profits tax and the capital 
; tax should be abandoned, what- 
system of income taxation is 
1intained. Both are inequitable and 
ticable of administration, al- 

igh there are some good arguments 
th types of taxation. The only ex- 
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( Kla 22.0-20.0 
12.0 
20.0 
22.5 
13.0-30.0 
14.0 
5.0 on resident corporations 
5 10.0 on nonresident corporations 
3-5 
5. 5-17.25 
3.0-15.C 
. tates (1936) 
lax 8.0-15.0 
ted Prof- 
[ax 7 27 
Profits Tax 6.0-12.0 
Tax Systems of the World, Tax Research 
lation, 1935, p. 334. 
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cuse for their existence is the revenue 
they yield, but this is not large enough 
to justify their continued collection. Fu- 
ture reforms in corporation taxation 
will depend upon the tax policies of the 
government. If the policy of increasing 
the taxes on income and profits and de- 
creasing the taxes on consumption is 
followed, as some observers predict, it 
is not unlikely that Congress may yet 
adopt an undistributed profits tax 
similar to that originally proposed by 
the President. This would entail the 
repeal of the other corporation taxes 
and a heavier reliance on the undistrib- 
uted profits tax principle. 

In concluding this discussion of the 
undistributed profits tax in the fiscal 
system, it will be well to note that 
American profits taxes have become 
relatively high as compared with such 
taxes in other leading nations (see 
Table I). An increasing tax load cannot 
be placed upon corporations without 
ill effects. The burdens of corporation 
taxation are already so heavy that 
serious thought is desirable in formu- 
lating a tax system which will have a 
minimum of ill effects upon industry. 
Reforms are also imperative if the 
administration of corporation taxes is 
not to crumble under the weight of pon- 
derous complications. 

















INCENTIVE COMPENSATION PLANS FOR EXECUTIVES: 
BY JOHN C. BAKER 


N this era of widely diversified 

ownership of companies, stock- 

holders, directors, courts, and the 
public need to know what the various 
incentive methods of executive com- 
pensation are and what they really 
achieve. Item 29, Form 10, of the new 
Securities and Exchange Commission’s 
Application for Registration for Cor- 
portions, which reads as follows, spe- 
cifically requests information concern- 
ing them: 


General effect, briefly and concisely 
stated, of material bonus and profit sharing 
arrangements now in effect; including the 
name of and amount received by each 
person who received as bonus or shares in 
profits $30,000 or more from the registrant, 
or its wholly owned subsidiary, during the 
past fiscal year. 


The problems arising out of executive 
compensation plans are many-sided. To 
explore them thoroughly would require 
a study of not only the nature and 
characteristics of plans but also the 
psychological and the personal side of 
the question, the effect of various meth- 
ods on stockholders, the legal problems 
involved, and the need of various com- 
panies for such plans. The scope of this 
article, however, is limited chiefly to a 
critical examination of the character 
and objectives of bonus plans and their 
functioning. 

In a previous study of executive com- 
pensation, it appeared that 62 compa- 
nies, out of the 100 companies analyzed, 
paid additional compensation or bo- 


1 The writer is indebted to the Milton Fund for finan- 


cial assistance which helped to make this study 
possible. 

2 John C. Baker and William L. Crum, ‘‘Compensa- 
tion of Corporation Executives—The 1928-1932 
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nuses to executives in 1929.” In the 
present study, the question of the pay- 
ment of bonuses was reviewed again 
and 50 of the companies, which paid or 
appeared to pay additional compensa- 
tion at various times, were examined. 
Of this number, about one-half gave no 
information about additional compen- 
sation provisions, 5 were vague and 
doubtful, and 22 gave their plans and 
other information which could be stud- 
ied. That even the limited number of 
plans analyzed are drawn from a wide 
diversity of industries can readily be 
realized by examining Table I. With 
the exception of four companies in the 
chemical industry, two each in food 
and tobacco, three in steel, and three in 
heavy equipment, all the companies 
represent different industries. 


History and Literature 

The history of bonus or incen- 
tive compensation plans is vague and 
sketchy because of both the secrecy 
surrounding bonus plans and the chang- 
ing terminology. Piece rates, standards, 
profit sharing, and bonus or incentive 
payment plans for executives need not 
and do not mean the same thing, and 
yet the confusion in the thinking about 
them is such that they must all be 
considered together. It seems fair to as- 
sume, however, that incentive payment 
plans for executives had their genesis 
in the thinking about wage payment 
plans and the profit sharing plans for 
employees widely discussed in_ this 
country and Europe from 1875 to 1920. 


Record,” x11l HARVARD BUSINESS REVIEW 3, Spring, 
1935, Ppp. 321-333. Recent unpublished data als 
reveal that a large number of plans exist in the retail 
group of companies. 
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In examining the limited literature 
pertaining most directly to the subject 
of bonus plans for executives,’ it is 
interesting to note that most of it 
favored such plans. To a large extent 
the same was also true of the lega! 
literature. Such general approval arose 
largely from the recognition of the con- 
tribution of management to profits. 
However, as the real functioning of 
certain of these plans over good and 
bad years was revealed, a more critical 
note entered, particularly into court 
records. It was realized that the plans 
might lead to serious abuses by tempt- 
ing the management control group to 
forget their fiduciary relationships with 
the real owners—the stockholders. 

What appeared in print in the past 
pertaining to these plans was based on 
very meager or confidential informa- 
tion and somewhat different corporate 
organization from that which exists to- 
day. The evidence presented, however, 
was the best then available, but it is not 
conclusive. It covers theory, opinions of 
executives, and opinions of protago- 
nists of the plans for humanitarian, per- 
sonal, and economic reasons. Also the 
periods referred to were the distant past 
or the distant and recent pasts so mixed 
as to give uncertainty to conclusions. 
Few definite figures on profits and the 
percentage of profits paid to executives, 
both as salary and salary and bonus, 
were available when previous conclu- 
sions were drawn. These might def- 
initely have changed them. 

The first plan adopted among the 


companies studied, as indicated by 


\ r W. B al ers, Profit Shar I 
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company records, was that of the 
United States Steel Corporation jp 
1902, just after the founding of that 
company. This plan seems to have met 
with general approval. In looking over 
the records, no litigation over this plan 
could be discovered up to the time of 
its abrogation in 1935. With this com- 
pany the practice in general has been 
to give information on additional com- 
pensation in annual reports to stock- 
holders. Both the plans of the Bethlehem 
Steel Corporation and the American 
Tobacco Company, however, the for- 
mer adopted in 1905 and the latter in 
1912, caused litigation, even though 
voted upon by stockholders. Little def- 
inite information was made public con- 
cerning the functioning of these bonus 
arrangements until after stockholders 
had brought suit. 


Definition 

Incentive compensation plans, even 
among the selected group of companies 
included in this study, vary greatly in 
almost every possible way. It seems ap- 
propriate, therefore, to explain clearly 
what is meant by an incentive com- 
pensation plan. The names used to 
describe such plans are numerous, and 
among those covering different phases 
of this subject are:* 


Bonus and Profit Sharing Arrangement 
Bonus Plan for Executives 
Incentive Payments 
Additional Compensation Plan 
Executives’ Stock Purchase and Merit 
Bonus Plan 
Sharing and Stock Ownership for Employees. New 
York: Harper & Brothers, 1926. 
Corporation records. 
‘These titles were given by the companies in their 
application to the Securities and Exchange C 
mission, Item 29, Form 10 for Corporations: Applica- 
tion for Registration. Original data are on file with 
the Securities and Exchange Commission, Washing- 


ton, D. C. 
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Contracts between Registrant and 


| 
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nent Commissions Plan 
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bjectives of the plans in some 
nies were clearly stated while in 
hey were not mentioned. With- 
tion the scope of these plans is 
lusive and thus any definition 
general and perforce vague.° 
ime plan of compensation often 
th to executives and to those 
nade or performed definite services 
poration distinctly out of the 
ve group of functions. This 
regards as an incentive com- 
n plan the payment of com- 
n to executives in addition to 
salaries, for the purpose of 
ting executive initiative, either 
or stock bonuses, or by rights 
ase stock at preferential prices. 
utive Cit mpensation 
lescription of bonus plans de- 
is some amplification. Who are the 
ives? These are a very limited 
men—the management con- 
up—including the president, 
residents, and other officers re- 
le for company policies and their 
lhe plans studied, however, 
this group and frequently also 
mployees, numbering as high as 
1 over for one company. 
is the character of executive 
nd what is meant by executive 
Many of the plans 
indicate a belief in the measur- 


ition ? 


f success in executive work and 
ity to distribute compensation 


n a mathematical basis. Man- 
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agement duties cover planning, deter- 
mining policies, and supervising their 
execution, all of which require judg- 
ment and executive ability. Executive 
duties also assume formulating policies 
for both long- and short-range control 
of all 
coordination of all divisions. Success 
in such duties is very difficult to 
measure, particularly over short periods 
of time. This type of work is in no way 
comparable to “ piece work”’ or meeting 


operating activities and the 


and exceeding standards. 

The writer at first attempted to 
limit this study to plans for the pay- 
ment of incentive compensation to so- 
senior executives. That there 
would be variations in the plans 
analyzed, from those applying to one or 
a few of the senior executives to those 


called 


covering many individuals, certain of 
whom would not ordinarily be classified 
as executives, became evident quickly. 
Therefore, to discover how the various 
plans tied in with the objectives of 
this investigation, it was necessary 
to examine the eligibility clauses of all 
the plans. Seven companies fell into 
the “limited” group which included 
from one to six executives. Among the 
companies in this group were American 
Tobacco Company, Gabriel Company, 
International Business Machines, Inc., 
and Colgate-Palmolive-Peet Company. 
Fifteen companies were included in the 
““wide”’ group including others beside 
policy executives. The most common 
stipulation concerning eligibility in this 
group covering numerous employees 
stated: “‘Participants shal! be officers 
and employees as determined by the 
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board of directors.”” Among the com- 
panies in this group were E. |. du Pont 
de Nemours & Company, Westing- 
house Electric and Manufacturing 
Company, Air Reduction Company, 
and Borden Company. Table I, Col- 
umn 6, indicates the limited or wide 
participation in the plan. 

Any discussion of executive com- 
pensation brings up the question of 
straight salary as contrasted with 
incentive compensation. The latter 
already has been defined while the 
former, although the concept is simple, 
is little understood. It is generally 
considered as the cash payment or 
reward to executives for their efforts 
and contributions. Theoretically, how- 
ever, it signifies much more; it proba- 
bly in a vague way is based on average 
operations or earnings over a period of 
years, the responsibilities of the office, 
standards of living, the size of the 
company and its ability to pay, tradi- 
tion, and the competitive demand for 
executives. 

The dollars and cents importance 
of executive compensation—whether 
straight salary or salary and bonus— 
was seen from the analysis of 100 in- 
dustrial companies.’ The range of the 
percentages of earnings (before execu- 
tive compensation and bond interest) 
paid to executives varied from 0.54% 
to 122.5% in the prosperous year 1929, 
with three companies omitted because 
they showed deficits (before executive 
compensation). The spread was from 
1.15% to 353.0% for the five-year 
period 1928-1932, with seven com- 
panies omitted because of deficits. 
The average percentage paid by this 
same group of companies was 6.6% 
in 1929, and 10.8% for the five-year 
period 1928-1932. Similar percentages 


6 John C. Baker, “Executive Compensation Com- 
pared with Earnings,” XIV HARVARD BUSINESS REVIEW 
2, Winter, 1936, pp. 213-234. 


for the 22 companies indicate no great 
variation from the general pattern of 
the 100 companies. 

Courts intervene in the question of 
the reasonableness of executive com. 
pensation, even after approval by 
stockholders, on the theory that un- 
reasonable payments constitute a gift 
which majority stockholders should 
not force against minority complaint, 
It is generally accepted theory in this 
country that business profits should 
belong to the owners of invested capital 
(stockholders), and courts have raised 
obstacles to diluting that interest.’ 
The specific provisions of the various 
plans are also of special legal signif- 
icance. They generally include the 
methods for building up the bonus 
funds as well as the bases for appor- 
tionment to various individuals. 


Flexibility of Plans 

Amendments were made to nine of 
the plans considered (Table I, Col- 
umn 11). Changes were necessary even 
though the plans adopted had about 
them an air of permanence. Many were 
of unlimited duration, or a by-law oi 
the company. Amendments were fore- 
seen as possibly necessary, and a sub- 
stantial number of plans were drawn 
to permit changes. For example, the 
Air Reduction Company’s plan 1s 
continued from year to year at the 
discretion of directors. Also the Real 
Silk Hosiery Company’s plan was 
adopted for one year, the year 1935. 
Presumably after this period the ques- 
tion of bonuses is to be reopened. The 
Du Pont Company specifically reserves 
the right to amend, change in any way, 
or discontinue, provided such action 
does not affect awards already made. 
Rigidity, however, is injected into some 
7 Cf. Gallin v. National City Bank of New York, 281 
N. Y. S., 795, 806. 
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is, for example, that of the 
an Tobacco Company, in which 
ation or repeal may only be 
1 by vote of stockholders. 
plans fall into three groups 
to methods of payment: 
ict,’ company supplementary 
sation plans, and by-laws. ‘The 
group includes those plans 
ntrol additional payments to 
and others by means of a 
between the company and 
Four companies had such 


vements (Table I, Column 4). 


pe of plan is binding legally on 


ties involved. The second group, 
npany supplementary compensa- 


ns, gives directors (generally) 

to distribute certain addi- 
1yments to officers, executives, 
ers if certain conditions, for the 


part pertaining to earnings, are 


ver half of the 22 companies 
ngements of this kind. Changes 
idily be made in these plans at 


me by directors so long as definite 


itments are not affected. The 


method of incentive payment 
he plan a part of the company’s 
(his plan probably is more 
han the contract plan, be- 
can be changed by stock- 
r directors’ vote, and is more 
e than the broad provisions for 


mentary compensation. 


over half of the companies 
simple flexible bonus plan, 

apparently believe prompt 
or even discontinuance should 
ble to meet varying conditions. 


ers and Incentive Plans 
iy clearly be possible for execu- 
us plans to be divergent from, 
han harmonious with, the best 
of owners. Today, under 
corporate organization, there 
t necessarily be any mutuality 


of interest between the ownership 
group—the  stockholders—and the 
management control group—the ex- 
ecutives. Executives often have only a 
very small stock ownership in a com- 
pany, as indicated in Table III (p. 59). 
Their influence, however, which nat- 
urally affects bonus plans, might be far 
greater than even a substantial stock 
ownership because of actual powers of 
control arising from their prominent 
position in the company.® 

The extent to which the plans had 
the approval of stockholders, as indi- 
cated in Column 8 of Table I, throws 
light on the subject of how much 
stockholders really know of important 
corporate matters. Often court records 
of the not-too-far-distant past carried 
the statement that “none of the acts or 
proceedings in question here were ever 
ratified by stockholders.”’ Stockholders 
sometimes were informed that incentive 
payment plans existed, but knew none 
of the details concerning them. 

At least 13 of the 22 plans studied 
were approved by stockholders at one 
time or another. The United States 
Steel Corporation bonus plan, for 
example, was not voted on by stock- 
holders until 1921, but stockholders 
had full knowledge of the plan and 
could have little or no complaint, 
although they had not voted on it. 
Still a different example, however, was 
the Borden Company, which had a plan 
in effect and distributed about $2,500,- 
ooo in five years in additional compensa- 
tion before the stockholders apparently 
knew that such a plan existed. That 
litigation occurred in this case is 
perhaps not surprising. 

A point of real significance is the 
recent tendency to have the bonus plan 
in its entirety approved by stock- 


8 See Adolf A. Berle, Jr., and Gardiner C. Means, The 
Modern Corporation and Private Property. Chicago: 


Commercial Clearing House, 1932, pp. 119-125. 
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holders. This trend may be an en- 
couraging sign to stockholders, and in 


the future their wishes and welfare 


may possibly affect corporate policy 
in this field. If, however, no real atten- 
tion is given to the plan by stock- 
holders, such action will be nugatory, 
as it was, for example, in the case of the 
American Woolen Company. Stock- 
holders voted for a contract bonus plan 
without fully realizing its significance. 
Concerning information given to 
stockholders there is a similar lack. 
For 1934 eight companies indicated to 
the Securities and Exchange Com- 
mission that bonus payments had been 
made, but only three of these companies 
gave the amount of the payments to 
their stockholders in their regular 1934 
annual reports. For 1929, when 20 of 
the 22 companies indicated to the 
Federal Trade Commission that they 
had paid officers additional compensa- 
tion, mention of the amounts paid 
could be found in only three of the 
regular annual reports to stockholders. 
Certain companies now definitely prom- 
ise to report information on the ques- 
tion of incentive payments. In 1931, 
upon the settlement of the litigation 
over Bethlehem Steel Corporation’s 
bonus plan, a specific provision was 
included stating that total executive 
bonus payments should be reported to 
stockholders in the annual report. 
That stockholders have rights and 
interests in this matter, and that a 
company which sells securities to the 
public is not a “‘private”’ business but a 
“quasi-public” corporation, have been 
overlooked in many plans. Both public 
opinion and legislation have recently 
favored publicity in all corporate 
affairs as an aid in strengthening 
corporation management and organiza- 
tion. It is evident that more publicity 
9“*Notes,” XLVI Harvard Law Review §, March, 


1933, Pp. 525-534. 


rather than less is in prospect. The 
effectiveness of publicity, however, has 
not been proved. That it would be 
sound policy simply from a legal point 
of view for executives and directors to 
have full publicity of bonus plans can 
scarcely be questioned. 

In recent years the courts have been 
leaning heavily in the direction of 
stockholders, even taking the position 
that stockholders’ consent is largely 
formal and fictional and if they ap- 
proved a vague plan it can be set aside 
in equity because they voted blindly, 
They, the owners, now the outsiders 
in most cases, deserve protection and 
should receive it from the courts. Eq- 
uity assumes jurisdiction for various 
reasons, among which are (1) fraud, 
(2) irregularities in the adoption of the 
plan, and (3) failure to give stock- 
holders sufficient notice. Judgment as 
to the fairness of any particular bonus 
plan in the past seems to a large extent 
to have depended on contemporary 
practice.? What general contemporary 
practice was, however, may now be re- 
vealed for the first time. 


Variation among Plans 


No two of the plans analyzed were 
similar. They varied not only in objec- 
tives and methods of computation, but 
also in participants and in control over 
payment. If one were to look for funda- 
mental similarities through all of the 
plans, only two could readily be dis- 
cerned: the common objective was ad- 
ditional stimulation to executive effort, 
and the common basis for computing 
the additional payments was a propor- 
tion of earnings. 

The following excerpts from several 
different plans are included to illustrate 
these points.” The first plan, including 
profit sharing and stock subscription 


10 Names of executives have been omitted by 
author. 
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ns, is that of the United States 
Steel Corporation, which lasted for 33 

rs prior to its abrogation in 1935. 
rhe following statement appears in its 
ration application: 


PROFIT SHARING PLAN 
Registrant had in effect at December 
1, 1934, a profit sharing plan for the 

f its own employes and employes 

subsidiaries whose services were of 
merit. The main features of this 
were: 

the net profits of the Steel Corpo- 

consolidated organization in the 

ng year exceed $100,000,000, then 
ng percentage of such excess is set 

r distribution under the plan. The 

tration of the plan is in the hands 

committee of three stockholders elected 
nnual meetings of the corporation. 

[he members of such committee are not 
to share in any such distribution. 


T 
{ 


[he fund is distributable to the bene- 


iries in cash and/or in stock. 
No payments for Profit Sharing were 
1934. 

STOCK SUBSCRIPTION PLAN 
The Registrant had, for a number of 
fered to its employes and the 
yes of its subsidiary companies, the 
nity to subscribe for shares of its 
ck, payment for same being made in 
nthly instalments deducted from the 
or wages of each subscriber. The 
it which the stock was offered was at 
r about the current quoted market price 
late the offer was made. The sub- 
permitted, and the allotments 
subscribers were based upon the 
f salaries or wages received. The 
when fully paid for was issued in 
ne of the subscriber. Subscribers 
g tor their stock and holding it over 
1 of five years following the sub- 
ription date were granted an annual 
compensation payment, such pay- 
being likewise granted in the case 
or the pensioning of a subscriber 
lding stock or a subscription com- 
g under the plan. The last stock subscrip- 
fer was made in January of 1933. 
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The following excerpts are from the 
plan of the International Business Ma- 
chines Corporation. 


There is but one such contract with the 
Corporation, that of ..., President. A 
contract has been in effect since 1914; the 
last period covered is from January I, 1934, 
to December 31, 1938. 

The contract provides for payment of a 
salary of $100,000 per annum, and in addi- 
tion 5% on the net earnings, in excess of 
$6 per share on 703,345 shares of out- 
standing Capital Stock. There was paid 
in 1934, $264,432.20 based on 1933 business. 

Payment of $157,732.53 was made in 
March, 1935, based on 1934 business. 

The following excerpts are from the 
Gabriel Company, which manufactures 
auto accessories. 

The separate contracts between the 
registrant and... and. respectively, 
which are attached to and form a part of 
Exhibit “F” provide, in substance, that 

is to receive, in addition to this salary 
of $10,000 per year, 1.35% of the annual 
net profits of the company and may partici- 
pate in the distribution of a bonus con- 
sisting of not less than 5 % of the company’s 
annual net profits. Reference is hereby 
made to paragraphs two (b), three and four 
of such contract for a complete delineation 
of the terms and provisions of such bonus 
or profit-sharing arrangements, said pro- 
visions being incorporated herein by 
reference. 

The contract between the registrant 
and .. . provides that may receive, 
in addition to his annual salary, 114% of 
the annual net profits of the registrant, as 
defined in said agreement, and in addition 
thereto may participate in the distribution 
of a bonus consisting of not less than 5% 
of such net profits. Reference is made to 
paragraphs three (b), four and five of such 
contract for the purpose of a complete 
delineation of such profit-sharing and bonus 
arrangements, said provisions being in- 
corporated herein by reference. 

It will be noted by the provisions of each 
of said contracts which are incorporated 
herein, that any operating loss, for any 
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year during the terms of the particular 
contract, is to be carried forward into the 
succeeding year or years in computing the 
net profits in which the employees may 
share. The company has not made a net 
profit in any of the years in which such 
contracts were in effect. 
Provisions for Payments 

Incentive payment plans classified 
according to type of payments fall into 
three groups: cash, stock, and a com- 
bination of the cash payments with 
stock purchase agreements (Table I, 
Column 3). One-third of the companies 
provided for cash bonuses, two of the 
companies for stock only, and almost 
two-thirds of the companies for a com- 
bination of stock and cash. The lines be- 
tween these plans can be only vaguely 
drawn. Illustrating the cash payment 
plan is the International Business Ma- 
chines Company; the stock plan, the 
Snider Packing Company; the cash and 
stock plan, the U.S. Steel Corporation, 
and possibly the Du Pont Company. 

The method of figuring and making 
payments is the heart of any bonus 
plan. Therefore, since the plans vary 
greatly, these too differ in an exception- 
ally wide manner. Almost all plans are 
based on earnings except in certain com- 
panies, as the Du Pont Company, for 
example, where individuals may be re- 
warded for exceptional achievements 
for a period of years, irrespective of 
earnings. Many of these payments, 
however, are to individuals whose 
achievements are roughly measurable. 
The period for which payments are 
made and the persons by whom pay- 
ments are awarded or determined gen- 
erally receive careful attention in all 
the plans. These points covering ad- 
ministration to insure unbiased distri- 
bution of bonus funds are of course 
important; but of equal, and possibly 
more, importance to stockholders is 
the method of determining them, yet 








on this latter point the plans ar Be op 
frequently vague. . 

In previous paragraphs in which 
direct quotation was made from bony 
plans, methods of figuring the bony; 
were referred to. These, however, d 
not begin to indicate the great variety of 
methods. For example, in the Reynold; 
Metals Company a furid is set asjd fol 
each year equal to 10% of the annual 
net profits; in the Real Silk Hosiery 
Mills, Inc., a bonus of 20% of net earn. 
ings for the year in excess of 7% on 
preferred stock and one dollar per shar 
on the common is set aside for distribu- 
tion to the four officers named; in the 
Westinghouse Electric and Manufac- 
turing Company: . 


A fund is set up annually which in 
aggregate cannot exceed 7% of the con- 
solidated net income of the company and 
its subsidiaries for the year after deduction 
of fixed charges and depreciation including 
obsolescence. Further the aggregate fund 
shall not exceed 10% of the total dividends 
paid on the common stock of the company 
for the year. 


Two methods of estimating bonuses 
are interesting because of their provi- 
sions for payment in case of increasing 
profits, those of the Allis-Chalmers 
Manufacturing Company and the Ai 
Reduction Company. The Allis-Chal- 45 
mers plan reads: 


A percentage of net earnings after al 
charges including interest and taxes, but 
before appropriations for either dividends 
or additional compensation, is paid into an 
additional compensation account quarterly bers 


as follows: 


On the first $300,000 or any part 
thereof 5‘ 

On the second $300,000 or any part 
thereof 

On the third $300,000 or any part 
thereof 

On the fourth $300,000 or any part 
thereof 








i 
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fifth $300,000 or any part 

f 9% 
\ir Reduction Company’s 
quite different. In 1935, the 

r of the new plan, the following 

ments were in effect: 


consolidated net earnings the 


» deductions are made for the fund. 


the amount by which consolidated 


ngs exceed $4.50 (after all taxes 
Federal income taxes) per share 
stock outstanding at the end of 


on the first $1 per share of such 
S earnings 
on the second $1 per share of 
h excess earnings 
ts on the third $1 per share of such 


s earnings 


nts on the fourth $1 per share of 


1 excess earnings 
on the fifth $1 per share of such 
ess earnings and each additional 
ir, OF a proportionate amount on 
fraction of $1 
mum amount shall not exceed 6% 
lated net earnings for the year 
taxes. 
f available amount goes to the 
r group, distributed in relation to 
nature and quality of services 


ring year, according to discretion of 


board 
the junior group, distributed as 
20% to junior executives 
50% to Class A group 
30% to Class B group 
listributed among the group mem- 
liscretion of the president sub- 
view by the board. 
contrasting characteristics 
in these two plans. The Allis- 
s plan increases the percentage 
ngs paid into the compensation 
as earnings increase, and the 
luction Company reduces this 


e Compensation Plan, Air Reduc- 





percentage as earnings rise. Another 
contrast is that addition to the com- 
pensation fund is estimated before divi- 
dends to the common stockholders 
under the Allis-Chalmers plan, and, in 
the Air Reduction Company plan, after 
$4.50'! earnings per share on the 
common stock. 

It is interesting to compare the Air 
Reduction Company’s method of com- 
puting the management fund with that 
which was adopted by the American 
Woolen Company. In addition to a 
salary which reached $100,000 in 1932, 
the president of the American Woolen 
Company was to receive, when earnings 
were Over $2,000,000 for any year, 4% 
on all or any portion of the next $1,000,- 
000 of earnings, 5% on the second 
$1,000,000 in excess, and 6% on the 
third and any succeeding balance. A 
similar plan with different percentages 
applied to two other officers.!* At the 
time the contract was written, pre- 
ferred stockholders had received no 
dividends on their stock since April 15, 
1927, and common stockholders no re- 
turn since July 15, 1924. In 1934, how- 
ever, preferred stockholders received 
216%. The Air Reduction Company, 
on the other hand, paid dividends on its 
common stock of three dollars or more 
per share throughout the depression. 


Earnings and Their Relation to Incen- 
tive Compensation Plans 

Earnings are a basic factor in any 
study of incentive compensation plans. 
From the many definitions of earnings 
for estimating bonus payments, it ap- 
pears that the makers of each plan had 
a different idea as to what should con- 
stitute earnings. Karnings are variously 
described: as the basis of compensation 
after all depreciation and obsolescence, 
before depreciation and obsolescence on 
12Plan voluntarily discontinued. Annual Report, 


1935, P. 5. 





54 Harvard Business ‘Review 


unused plant, after all taxes, before 
Federal income tax, after preferred 
dividends, before common dividends, 
after a certain amount was earned on 
common or after a certain amount was 
paid on common. 

How do earnings arise? What really 
increases them? Do they result from 
executive management? Certainly, but 
do other factors affect earnings vitally? 
The fact is that earnings are a highly 
fortuitous and uncertain element. The 
causes for this are numerous and con- 
stantly changing. Besides operations 
closely associated with management 
come the following factors (an incom- 
plete list) influencing earnings: capital, 
through its investment or use; inven- 
tory appreciation in periods of rising 
prices; fluctuation in earnings caused 
by cyclical swings in volume of business; 
return on, or appreciation or shrinkage 
of, investments; earnings of subsidiary 
or independently managed companies; 
unexpected circumstances and the trend 
in certain industries, as in the chemical 
industry today. The profits resulting 
from few of these factors can be attrib- 
uted to executives directly, yet few 
plans have attempted in any way to 
segregate them. Occasionally, however, 
certain plans try to meet one or two of 
these points. For example, the Du Pont 
Company excludes subsidiary profits in 
figuring earnings and the Gabriel Com- 
pany recognizes the fallibility of deter- 
mining bonuses on a one-year basis. 
The practical bearing of these factors 
on the question of bonuses is easily 
recognized from two examples. In 1933, 
raw material prices rose rapidly; wool 
in particular rose from 18.1 cents per 
pound to 36.8 cents per pound.'* And 
the American Woolen Company, after 
a decade with deficits in seven years 
and a total net loss exceeding $23,000,- 
13Qhio Fine Delaine—Unwashed, average of one 


price weekly at Boston, U. S. Bureau of Labor Statis- 
tics, pp. 11-19, Basic Statistics, Vol. 80, No. 29, 





ooo suddenly showed profits exceeding 
$7,000,000 in 1933, and paid bonuses 
three officers of more than $600,000 jy 
addition to salaries of $165,000. 

The Gabriel Company, as we haye 
seen, had a provision in its bony: 
contract that any operating loss fo; 
any year during the contract was to be 
carried forward into the succeeding 
year or years in computing net profits, 
[t is not surprising with this clause that 
the following statement appeared in its 
report to the Securities and Exchange 
Commission. 

The company has not made a profit in 
any of the years in which said contracts 
were in effect and the operating losses 
incurred have been so great that it js 
improbable that the operating profits for 
the ensuing years will be sufficient to offset 
same. 


Certain plans which allot  stock- 
holders dividends on their stock befor 
the payment of a bonus may be con- 
sidered more favorable to them tha 
the plans which permit bonuses before 
stockholders receive any dividends. In 
only three of the plans, however, wer 
provisions in effect assuring  stoct- 
holders of dividends before officers re- 
ceived bonuses. However, it may | 
that in many cases officers received 
such small salaries that bonuses were 
earned before stockholders receivec 
any return. This point will be con 
sidered below. 

An assumption that management 
should receive salaries and _ stock 
holders some return before any bonu 
seems reasonable. Partial recognition 
is given to this point in certain plans 
Eighteen companies estimated bonuse: 
after earnings amounted to a certail 
percentage (e.g., 6%) on_ invested 
capital, or to a certain minimum 
amount. No minimum earnings requl!t 
Section 7, June 5, 1936, Standard Trade and Secur* 
ties, Standard Statistics Co. 





Incentive 


were found for four companies 
permitted bonus payments to be 
n “net earnings.” 


and Bonus Payments 
a careful consideration of the 
companies studied and 


ohel 


f the 
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payments, then isn’t it only fair and 
reasonable that a bonus be paid? 
Frequently in discussing methods of 
executive compensation much time is 
spent in arguing the theory of paying 
an executive a certain fixed cash salary 


well below the “going rate,” then giv- 


TABLE II 


COMPENSATION OF 70 
Companies with A 
$70.0 10,000 


Distribution of Salary Distribution of Salary 

of 31 
Presidents Receiving 

Both Salary and Bonus 


Total 


Figures of 41 Figure 
Presidents Receiving 


Salary Only 


Straight 


Salary C 


Only 


19 

499 

$99 

499 
17 , 4.99 
77,499 
ST 499 
97,499 
107,499 
117,499 
127,499 
499 
147,499 
157,499 


ver 


137 


sidents 


ensation 


r widened the study from 


mpa 


tion seldom if ever reveals the entire scope 
of an “average,” 


y appearing 


t necessarily being a frequently 


PRESIDENTS 
(Selected Manufacturing Industries*) 
ets Less than 


nies wh < h 


of the concept back 


ARIES OF 85 CORPORATION PRESIDENTS RECEIVING No Bonus AND STRAIGHT SALARIES AND TOTAL 


REcEIVING A Bonus, 1929 
Companies with Assets of 


$70,000,000, or Over 


Distribution of Salary Distribution of Salary 
Figures of 44 Figures of 39 

Presidents Receiving Presidents Receiving 
Salary Only Both Salary and Bonus 


Total 
mpen- 


Straight 
mpen- Salary C 
ation Only sation 


Se neu me NN 


7) 


44 


, 500 $53,000 
mpanies te I mpanies ir 


listed on the New York St 


were 


of it. Thi 


eae “ ge seis 
which generally reveals simply the most comm 
figure. This characteristic is particu 


f averages. A more detailed subdivision would n 


ates clearly the limitations of a\ 

ited by the table. 

iracter of earnings, one becomes 
ted in the theory back of certain 
e plans. And here a query be- 
what is fair executive 
liberal 


)bvious: 
ation? Is it not a 
ompetitive wage paid over a 
good and bad years? If a 
relatively low and the execu- 


tal salary depends on bonus 


ing him a handsome bonus for earnings 
if successful, paying liberally for the 
results secured. Many concur in this 
theory, believing that if executives are 
willing to run a real risk in what the 
company earns, they also should gain 
liberally when earnings are partic- 
ularly large. But is there real substance 


behind this shadow? A careful study of 
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the salaries of corporation presidents in 
1929, when conditions would be most 
suitable for this theory to function, 
seems to indicate that in actual busi- 
ness such a practice was not generally 
the custom, at least not among the 
companies analyzed. Table II throws 
real light on this much discussed point. 

Roughly Table II indicates that the 
chief executive who received a bonus 
also was paid a straight salary as 
large as, if not larger than, the president 
who was simply paid a straight cash 
salary. Of course, certain presidents 
received only a straight salary which 
far exceeded the straight salaries of 
presidents receiving a bonus and vice 
versa, but taking the average (median) 
all presidents who received a bonus also 
were paid a base salary approximating 
the “‘market rate’; and when the 
bonus was paid, it was in addition to 
this rate. To test this question carefully 
companies were classified as small 
ith assets under $30,000,000) 
id la those with assets over $30,- 
0,000). In both groups the conclusion 
reached above about the significance 
of the median figure was true. The 
average straight salary for presidents 
receiving no bonus of companies in the 
smaller asset group was $27,000, and 
for presidents receiving a bonus, $37,- 
500. In the larger asset group the aver- 
age for presidents receiving no bonus 
was $53,000 and for presidents receiv- 
ing a bonus, $54,000. In addition to the 
cash salaries paid to presidents in the 
small and large asset group, the bonuses 
were so substantial that the average 
total compensation of these presidents 
in the small asset group rose from the 
cash average of $37,500 to $67,500 and 
for companies in the large asset group 
from $54,000 to $107,500. 

Also the bonus payments were so 
substantial that, in the small asset 
group, but one president receiving only 





straight salary secured as much as the 
average total compensation for presi- 
dents receiving a bonus. In the large; 
asset group, but two presidents receiy- 
ing only straight salaries received a; 
much as the average total compensz- 
tion of presidents paid a bonus. 


Advantages of Bonus Plans 


Seldom has one side of any busines; 
question been so forcefully presented 
as that favoring bonus payments. Some 
of the most effective descriptions 
such plans and their results have bee 
written by those who experienced their 
advantage for a period of years. Su 
testimony is important. In summary 
appears as follows: 

1. The greatest incentive for tl 
development of any business is a sens 
of proprietorship. Under present condi- 
tions, with management generally a 
entirely separate group from owner: 
something like a managerial bonus plar 
is essential to insure the same drive ané 
direction to an organization as exist 
in past generations. 

2. A liberal reward for unusual effor 
and ability on the part of an officer 
employee is returned many times tot! 
stockholders of a corporation. 

3. Such a system attracts and h 
men of unusual ability in the corpore- 
tion that pays these bonuses. 

4. Executives give their entire atte! 
tion to a corporation paying substantia 
bonuses. 

5. The growth of certain corpo! 
tions, as, for example, the Bethlehe: 
Steel Corporation, is an example of t 
effect of large bonuses. 

That the proponents of such plai 
honestly believe in them, there is litt 
doubt; but there is some question al 
their willingness to follow their reaso! 
ing to logical conclusions. Does t! 


vigorous stand on this question im} 
that they believe executives will not! 
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faithful, and spend their full time 
job when receiving only a sub- 
salary? This the writer cer- 
does not believe, and he doubts if 
would agree entirely to it, particu- 
since neither bonuses nor large 
es were paid in many companies 
1931 to 1935. During this period 
able executives broke physically 
the terrific strain of work. It is 
tful if the largest bonuses ever 
executives to work or caught 
interest as did the disappearance 
irnings and the fear of the failure 
‘ir companies. 
articularly strong point made by 
ates of the bonus plan is that it 
ld never be changed during pros- 
is periods, as 1929 for example, 
high or very high bonuses were 
¢ paid. If rates were revised down- 
i, they contended, the purpose of 
plan would be defeated because 


entive for continued effort would be 


ed if not destroyed. And yet this 
ment of not tampering with incen- 
payment plans does not hold in a 
period of depression. Out of 64 
companies paying bonuses in 
38 stopped by 1932.!4 As bonuses 
cut following 1929, cash salaries 
raised in nine companies, about 
of the total number. In one case 
mpensation of the president was 
| from a base salary of $12,000 and 
is of $1,650,000 in 1929, when 
nings were over $42,000,000, to a 
of $180,000 and no bonus in 
when there were no earnings but 
ticit of $19,000,000. 
nally, the example of the beneficent 
; of the bonus plan on the success 
one company is not nearly so 
ive when the success of other 
panies with entirely different meth- 
f executive compensation are 
ide red. 


1 Crum, op. cit. 


Questions Raised by Bonus Plans 


A detailed study of the incentive 
compensation plans of the 22 companies 
examined brings up pointedly certain 
questions of interest to stockholders 
and to management. These questions 
pertain to both the operation and the 
soundness of the plans. 

1. Is true executive work of such 
character that it can be greatly affected 
by bonus payments? Special compensa- 
tion for outstanding inventions, im- 
provements in methods, special success 
in distribution, etc., probably is only 
proper; but this does not necessarily 
refer to regular executive work. Execu- 
tives are customarily paid for exercis- 
ing good judgment, formulating broad 
policies, and other immeasurable con- 
tributions. In periods of little or no 
earnings they may be making their 
greatest contributions. In such periods, 
bonuses typically are not paid. 

2. Have careful studies generally 
been made as to the need for bonuses, 
their possible effect and cost, and the 
type of plan a company should have? 
This appears doubtful. 

3. Do the incentive payment plans 
for executives properly consider stock- 
holders? A distinguished corporation 
official in a letter to stockholders wrote 
as follows: “‘'There is of course no rela- 
tion between compensation to execu- 
tives and the payments of dividends,” 
and defends his statement on the basis 
of sound finance. If, as Mr. Schwab has 
said, it is “‘sound finance”’ not to pay 
dividends at certain times, even though 
earnings are large, is it not also sound to 
refrain from paying large executive 
compensation under similar circum- 
stances? From the reasoning back of 
certain of the plans studied, some indi- 
viduals at least apparently believe that 
bonuses after dividends earned or divi- 
dends declared would be a fair basis for 
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the payment of bonuses and lead to a 
more harmonious relationship between 
management and stockholders. On this 
basis the interests of the two groups 
certainly would be more closely allied. 

4. Is it not possible that a bonus plan 
based on annual cash payment might 
tempt executives to short-range policies 
of ultimate detriment to the company’s 
future? All companies except two of 
those studied based bonuses on one 
year’s profits. 

5. Can most companies measure the 
contribution of executives to earnings 
and profits adequately to permit the 
‘““payment of executives on a ‘merit,’ 
‘achievement,’ or ‘contribution’ basis”’? 
The character of earnings as well as the 
plans studied indicate the difficulties of 
such measurement. !® 


Bonus Plans and Stock Ownership 


In at least 14 out of the 22 companies 
analyzed some form of stock bonus for 
executives was used at one time or 
another. The concepts back of these 
bonuses need to be considered. The 
specific reasons advanced for their use 
were: (1) bonuses in stock would 
harmonize the interests of management 
and stockholders; (2) they would prove 
to be of great value if profits were 
maintained or increased, thus tending 
to sustain managerial effort; and (3) 
they would not deplete working capital. 
The last of these reasons is undoubtedly 


18 Mr. Chester I. Barnard, president of the New 
Jersey Bell Telephone Company, in a 1936 Brackett 
lecture at Princeton University entitled ‘Mind in 
Everyday Affairs,” commented as follows on the 
wisdom to trying to measure mathematically the 
contribution of management to organization: 

‘For many years the illusions of applied arithmetic 
especially puzzled me in connection with organization. 
It seemed to me that the manifest efficiency of many 
‘rganizations might be explained by the something 

-d direction, management, which was added to 
the sum of individual efforts. But from this point of 
view the remuneration of management did not seem 

) support the theory—it was not enough when suc- 


cessful and too much when a failure. Then the answer 
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valid and they all are powerful argy- 
ments and carry conviction but they 
deserve careful critical examination. — 

Analysis of stockholdings (Table III. 
Column 2) by management in com- 
panies of this sample indicated that 
management ordinarily owns a very 
small percentage of stock. Furthermore. 
it should be carefully borne in mind 
that these figures referring to stock 
ownership by management cover total 
management holdings. As individual 
holdings in most companies are only a 
fraction of this total, the influence of 
ownership of stock on individuals js 
correspondingly lower. Table III (Col- 
umn 3) reveals clearly how small this 
may be among the companies studied; 
the median average is less than 0.25% 
although the range is very wide. Onl) 
special plans like that of the Du Pont 
Company required the retention of 
stock for a period of years. Conse- 
quently, arrangements for stock owner- 
ship to give management interests 
parallel with stockholders are of ques- 
tionable merit if not carefully guarded. 

That bonuses in stock will instill in 
management a proprietorship interest 
and be a panacea for executive com- 
pensation problems also appears to bea 
questionable conclusion, for manage- 
ment typically gets neither its control 
nor its income from stock ownership. 
Management ordinarily in large com- 
panies exerts what control it has in a 


seemed to be specialization, but this also is what 
organization implies. So finally, I adopted an attitude 
of mind which said ‘whatever the causes, my exper 
ence and that of others tell me that some organizat 
accomplish more than the sum of the possible indi\ 
ual accomplishments, some less and some occasio! 
ally about the same. So be careful not to be logica 
arithmetical about organization.’ Yet this only part 
met the conditions. What I later learned and n 
think is correct to say is ‘The whole is sometime 
merely more or less than the sum of its parts. It is more 
often something else than the sum of its parts, wher 
ever human beings are involved.’ (Paraphrased from 
Koffka, Gestalt Psychology.)”’ 
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TABLE III 
ye Common Stock OwneEpD By MANAGE- 
CompPANIEs* 
Average 
Percentage of Percentage of 
Common Ci 
Stock Owned Stock Owned 
by Manage- by Each 
Officer and 
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59 
ownership, or so it seems fair to con- 
clude from the percentage 
figures shown in detail on Tables III, 
IV, and V. In only one company of the 
22 did the management own a majority 
of the voting common stock." Only 
four managements owned more than 
20% of the voting common stock 
(Table IV), while in ten companies the 


various 


TABLE 
Percentage of Voting Ci 
Stock Owned by Management 


than 5% 


IV* 

mmon 

Number of C 
Il 
4 


mpanies 
and less 
to 10% 


c 
ry C7 ae ee 
o to 20% 


feb 


O 
5 
I 
20% or more 


* See first footnote, Table III 


management owned less than 216%. 
For a much more complete analysis of 
stock ownership by management, one 
should read the article by Dr. R. A. 
Gordon referred to in Table III. 
Furthermore, the dollar investment 
of management in the stock of 
company is relatively small and of 


much smaller pecuniary importance 


its 


TABLE V* 
Number of Times the Value of Management’ 
Stockholdings (July 1, 1935) Ex 
Its 1935 Compensation C 
] 


ceds Number of 
mpantes 
II 


© and less than § times 
1 


5 and less than I0 times s 


10 and less than 20 times 


20 times or more 


* See first footnote, Table III 


than its compensation. In 8 of the 
22 companies management would in 
less than two years (at 1935 figures) 
get more in salary and bonus than the 
market value of all its common and 
preferred stock held on July I, 1935. 
The capital stock investment (at July 
I, 1935, value) of 
16 of the 22 companies is very much 


managements in 


less than ten times its annual compensa- 


voting stock of a company to have working control. 


1] hie 3 , wren h; } 
Usually this is secu y ownership of much less 
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tion at 1935 rates, and rates in 1935 
were substantially lower than in 1928, 
1929, and 1930 (Table V). 

Finally, in only three or four com- 
panies did it appear likely that manage- 
ment would get more income annually 
from its stock than from salary and 
bonus. From the foregoing it seems 
fairly clear that in the majority of 
cases in this study, so far as financial 
return is concerned, an executive’s 
interest in most companies lies chiefly 
in his salary or salary and cash bonus. 
Old style family corporations—mostly 
excluded from our figures because of 
size and source of material—might 
reveal a very different situation. 

The policy of corporations looking 
toward their executives owning a 
substantial block of stock, i.e., enough 
to insure their becoming conscious of a 
substantial ownership interest, may be 
questioned, according to the ownership 
figures. If such a policy were adopted, 
two questions would arise: should 
definite attempts be made to place 
large stockholders in the highest execu- 
tive positions or should the corporation 
make it possible for executives to 
become large stockholders? If the 
answer to the first question is in the 
affirmative, developments probably in 
most companies would be contrary at 
least to the rule of “‘the best man for 
the job,” and many situations might 
develop where such men were not even 
available. This difficulty has been one 
17Senator Gore and Senator Wheeler, New York 


Times, March 5, 1934. 


18 United States Steel C rporat 
Approximate Number of 
Shares Outstanding 
Dec. 31, 1935* 
& 10n Stock 8,70 x 
Preferred Stock 3,6 90¢ 


of the factors leading to the growth of 
the management control group. On the 
other hand, if the answer to the second 
question were in the affirmative, jt 
would necessarily lead to very large 
salaries and bonuses in stock or cop- 
tracts to make large blocks of stock 
available to such men at exceedingly 
low prices—well below market prices. 
That such policies would be socially 
desirable or even feasible in our large 
corporations seems doubtful. During 
the sessions of the 73rd Congress (1933 
1934), when there was considerable 
discussion of executive compensation, 
expressed opinion favored $75,000" 
annually as a top salary; if more were 
paid, it should be taken away in taxa- 
tion. Certainly it would require inten- 
sive education over a period of years to 
gain the support of the courts, stock- 
holders, and the public to the doctrine 
that executives be enabled to hold 
stock in large amounts. Also the very 
size of some of our large corporations 
renders the working out of the theory 
of substantial stock ownership imprac- 
tical. For one man to own even 1% of 
the common and preferred stock (both 
voting) of the United States Steel Cor- 
poration would involve, at the present 
market price, an investment of over 
$10,000,000. Without going more 
deeply into this subject, the writer sug- 
gests that the way out will require a 
much broader approach, the develop- 
ing, where possible, of a professional 
attitude in the management control 
group such as does exist in certain com- 


Closing Sale Price 
Aug. 13, 1936 
New York Stock Exchange 


x $ 68 = $ 590,00 
x 133%8 = 480, 
I,07¢ 
$ 10,7 
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es at the present time. The fore- 
> evidence suggests that the com- 
tion of executives cannot be 
ached solely as a problem of re- 
a sense of proprietorship. If it 
sirable to attempt to secure a pro- 
rship point of view, care must be 
n as in the Du Pont plan to insure 


east a continuance of stock owner- 


and thus avoid the development of 
a speculative interest. How 
management goodwill and in- 


y 


tive accrues from the policy of 


‘ing it possible for officers to become 
cholders on an attractive basis is 
itter of opinion and of the special 
litions in a given company. Enough 
ar, however, to question the theory 
stock ownership per se in any one 
e large companies would develop 
bstantial proprietorship interest by 


nagement. 


7p 
iSiIZCS 


imary 


conclusion the author again em- 
that this study, although 
ned in places, nevertheless refers 
ly to the 22 industrial companies 
ed and does not pretend to include 
railroads, utility, retail, or cer- 
other companies. In addition the 
1 wishes to avoid generalizations 
lying even to all industrial com- 


nies. This sample is too small for 


generalization, when all the varie- 


of situations which arise in the 


ness world are considered. Never- 


the following general con- 


Css 


isions appear clearly established 


the present analysis. 


¥ 


All plans attempt to stimulate the 
rest of the management in the com- 
y. Certain of them may tie more 


ely the bonds of common interest 


e Plans for Executives 
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between stockholders and management; 
others do not. 

2. If the incentive payment plans for 
executives are to achieve their objec- 
tives, they should be carefully devised 
and definitely outlined. However, only 
a fraction of the companies paying ad- 
ditional compensation indicated that 
they had any thoughtfully developed 
plan available to stockholders. 

3. Incentive payment plans fre- 
quently have been adopted without 
careful study of a company’s problems, 
the contribution of management to 
earnings, the nature of earnings, and 
similar questions. Certain plans, how- 
ever, have been worked out carefully 
and should prove of value. 

4. The average cash salaries of presi- 
dents receiving straight compensation 
as indicated by 1929 reports tend to be 
less than total compensation arising 
from salaries and bonuses paid to presi- 
dents of companies with bonus plans. 
In other words, bonus-paying compan- 
ies distributed to presidents in 1929 a 
share of earnings in addition to that 
which might be described as the “ going 
rate for executives.” 

At present more and more companies 
are adopting incentive payment plans 
for executives or reviving plans which 
were dormant during the depression. 
This study suggests that executive com- 
pensation, as far as it relates to salary 
and bonus plans, may follow two lines in 
the near future: (1) large cash salaries 
for senior (or “‘policy”’) executives 
with no bonuses, or (2) cash salaries 
with moderate bonuses after dividends 
have been earned and paid to stock- 
holders. By such arrangements, it is 
believed, the desirable mutuality of 
interests between owners and manage- 
ment would be best served. 
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THE ROBINSON-PATMAN ANTI-PRICE 
DISCRIMINATION LAW AND THE CHAIN STORE 


BY CHARLES F. PHILLIPS 


HE sessions of the 74th Con- 

gress saw a considerable revival 

of interest in making effective 
the prohibition of the Clayton Act 
against price discrimination. This inter- 
est, which led to the introduction of a 
number of bills to amend Section 2 of 
that act,! was stimulated by two occur- 
rences: first, the Final Report of the 
Federal Trade Commission on its chain 
store investigation and, second, the 
hearings conducted by the so-called 
Patman Committee in its investigation 
of the American Retail Federation. 

In 1928 the Federal Trade Commis- 
sion was authorized by Congress to 
make a detailed study of the effect of 
the growth of the chain store in the 
United States. Previous to publication 
of its Final Report in 1935, the Commis- 
sion had issued 33 documents, 11 of 
which presented a large amount of in- 
formation concerning the granting of 
special discounts to chain store organ- 
izations. So impressed was the Commis- 
sion with its findings on this point that 
it concluded that prior to 1929 the 
chains “‘were enjoying an extensive 
growth based largely upon special price 
concessions from  manufacturers.’”? 
Statements such as this were bound to 
attract the attention of those whose 
interest had been adversely affected by 
the growth of the chain, and were used 
by them to start a revival of interest 
in a new anti-price discrimination 


measure. 


‘For example, S. 2211, S. 3154, S. 4171, H.R. 8442, 
H.R. 4995. and H.R. 10486 

2 Final Report on the Chain Store Investigation, Federal 
Trade Commission, p. 90. 


The Patman Committee, although 
originally created to investigate the 
American Retail Federation on the 
grounds that it was a_super-lobby 
organized by the large retailing inter- 
ests of the country, actually devoted a 
large part of its hearings to the ques- 
tion of special discounts to chain stores, 
While it added but little to the infor- 
mation presented by the Commission, 
the hearings were conducted by one 
who had rather definite anti-chain feel- 
ings and was willing to report his find- 
ings through speeches directly to the 
House of Representatives, with the 
result that the influence of this Com- 
mittee on discriminatory price legisla- 
tion was important. 

Impressed with the evidence of these 
two investigations and urged on by 
those with a considerable interest at 
stake,* Congress in the closing days of 
the session passed the so-called Robin- 
son-Patman anti-price discrimination 
bill. This law, and especially its applica- 
tion to large chain organizations, is the 
main consideration of this article. We 
shall first glance at certain factual 
evidence concerning price discrimina- 
tion and notice the forms in which it 
occurs. This will be followed by a dis- 
cussion of the price discrimination 
section of the Clayton Act, with our 
attention centered on its alleged weak- 
nesses as an effective check upon the 
granting of special discounts to chain 
stores. Then we shall turn to the Robin- 
3 For example, a large group of independent merchants 


staged a “‘march on Washington”’ which reminds one 
of the “bonus army” march. 
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n-Patman amendment to the Clayton 
inquire as to its merits as a sub- 
for the original Section 2 of 


+ 


tal Discounts to Chain Stores 


rtance of Special Discounts. It 

f course, no secret that chain store 
mpanies have long enjoyed a buying 
vantage over the independent whole- 
rs and independent retailers. Def- 
factual information as to the 
of this advantage was lacking 

[ ublication of the Federal Trade 
reports. This evidence 
be briefly summarized. Assuming 
: Commission’s sample to be repre- 
tative, the chain’s total buying 
ntage including a// discounts (cash, 
lar, and special) is something less 
2% over the wholesaler in the 
eld, and about 244% in the 

1. Table I gives the exact 


mission’s 


te 


ry fi 
hel 


U. 


TABLE I 
ADVANTAGE OF CHAIN STORES 
Percentage Excess of Independent Cost 
f Merchandise over Chain 


; 
Resulting from 
Special Discounts 

(2) 


After All Dis. 


I) 
c 


3 4 
9 2.4 


table is based on Commission data gath- 

ties from both chains and independents. 

n Prices and Margins for drugs in Wash- 

9; Cincinnati, p. 8; Memphis, p. 8; and 
12; and for groceries in the same cities, 

10, 12, and 11 of reports for the same four 


tit ] 
vely. 


re important for our purpose, 
ver, is the fact that only part of 
buying advantage is a result of 


r of discounts the Commission re- 

s to chains as 1.11% greater than to 

n the grocery field (less than in Table I) 

greater in the drug field (more than in 
inal Report, p. 58. In this i 


note that not all manufz 


special discounts, i.e., discounts which 
do not appear on the face of the invoice 
and are (according to the theory of the 
Federal Trade Commission) not open 
to all buyers. These special discounts, 
which are set forth in Column 2 of 
Table I, are our main interest, since it is 
such concessions that apparently in- 
volve discrimination. In the grocery 
field by far the largest part of the 
chain’s advantage is definitely not a 
result of special discounts, since of the 
1.73 % by which the independent cost of 
merchandise exceeds that of the chain, 
but 0.45% can be traced to special 
concessions. In the drug field, on the 
other hand, practically all of the advan- 
tage lies in such concessions.‘ 
The from the 
sion’s investigation leads to an inter- 
esting conclusion. A number of studies 
have shown the grocery chain to be 
underselling the independent to the 
extent of 8% to 12%, and the drug 
chains to have a price advantage of 
16% to 17%.° Why is this so? From the 
following quotation Mr. Patman cer- 
tainly gives the impression that the 
chain’s price advantage is largely the 
result of special prices obtained from 


evidence Commis- 


the manufacturer: 


The Chairman. From your investigation 
does the advantage of the chain result from 
the benefits which they get through quan- 
tity purchases in the main? 

Mr. Patman. Part of it is; not all of it. 

The Chairman. From where does the rest 
of it come? 

Mr. Patman. In special rebates and 
special commissions. °® 


It is dubious, however, if the facts 
justify any such conclusion. A careful 
special discounts to chains; of 257 manufacturers 


interviewed by the Commission, only 138 (54%) gave 
any preferences. /bid., p. 60. 

5’ Cf. Commission’s own studies referred to in footnote 
to Table I. 


y 29, 1935, [I va 
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analysis of the Commission’s price- 
margin-cost studies for groceries in 
four large cities reveals that 16.4% 
of the independent’s higher selling price 
is a result of a greater cost of merchan- 
dise, while 83.6% is caused by a larger 
gross margin. In the drug stores of 
these cities comparable figures are 8.8% 
and 91.2%. Apparently the chain would 
be able to undersell the independent 
considerably, even if the entire differ- 
ence in merchandise cost were elimi- 
nated. If this fact had been more widely 
known, a considerable part of the pres- 
sure exerted by the small merchant 
associations to get the Clayton Act 
amended would never have _ been 
brought to bear upon Congress. 


Kinds of Special Discounts: Promo- 
tional Allowances. To facilitate analysis 
of why special discounts are given 
to chain stores and of how much justi- 
fication there is for such discounts, it 
will be convenient to classify them (as 
did the Patman Committee) into pro- 
motional allowances, volume allow- 
ances, and brokerage payments. 

Promotional allowances are given by 
manufacturers to chains for a large 
number of reasons. Some manufac- 
turers feel that their newspaper adver- 
tising is more effective if it appears in 
the advertisements of well-known retail 
organizations. The result is that these 
manufacturers make the _ necessary 
arrangements with various chains and 
pay for the space used through advertis- 
ing allowances. Other manufacturers 
feel that window display is very effec- 
tive for their product, and the allowance 
is therefore used to rent a window or 
part of a window in each of the units of 
a chain. In the same manner counter 
7 Cf. the Commission’s three studies of Special Dis- 
counts and Allowances: Tobacco, p. §2; Grocery, p. 8; 


Drug, p. 8. 
8 Hearings Before the Special Committee on Investiga- 








display space is purchased. Finally. 
some manufacturers have used the 
promotional allowance as a means of 
getting a chain organization to have its 
clerks “‘feature”’ an item by calling jt 
to the attention of prospective custom- 
ers while they are buying other mer- 
chandise. All of these services purchased 
of the chain may be of great importance 
to a company which is introducing a 
new product. 

Several things concerning these pro- 
motional allowances need to be noted. 
First, such allowances purport not to be 
allowances in the sense of leading to a 
lower merchandise cost, but are pay- 
ments for a service like payments for 
any other advertising a manufacturer 
might undertake. Second, they have 
nothing necessarily to do with quantity 
of goods bought; one chain may buy in 
carload lots and get no promotional 
allowance, while a chain buying in 
smaller quantities, but operating in a 
section in which the manufacturer de- 
sires to do advertising, may get a large 
allowance. Third, of all types of allow- 
ances those for advertising are by far 
the largest, equalling 61% of all allow- 
ances to tobacco, grocery, and drug 
chains in 1930.’ For specific chains these 
allowances reached considerable totals, 
with Kroger Grocery & Baking Com- 
pany receiving $534,735 in 1934 and 
First National Stores, Inc., receiving 
$342,121.8 General Foods Corporation, 
for example, allowed the Great Atlantic 
& Pacific Tea Company 5% off its list 
price for promotional service while 
Standard Brands, Inc., gave $12,000 
per month for such service on yeast 
alone.’ Finally, this practice of using 
advertising aliowances is nothing new, 
for one witness before the Patman 


tion of American Retail Federation (hereafter referre¢ 
to as Hearings), V. 3, p- 24; V- 4, P- 133- 
® [hid., v. 1, pp. 431, 438. 
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ittee could recall such contracts 
as early as 1911.” 
he basis of the above descrip- 
is evident that there is much to 
in favor of promotional allow- 
sed to buy an advertising service. 
the advertising channel hap- 
pass through a retail organiza- 
es not alter the fundamental 
of the transaction. Further- 
_ although much appeared in the 
in Hearings about the discrimina- 
nvolved in such allowances, since 
were given to chains than to 
ilers and to independent mer- 
ts,a close analysis offers convincing 
f that it is only to be expected that 
wances going to the chains will 
r, for the very reason that the 
ire in a much better position to 
advertising service for the 
icturer. 
manufacturers would want to 
ce in printed advertisements of 
lers, for they do little advertis- 
he ultimate consumer. Likewise, 
annot sell a window or coun- 
play service. Voluntary chain 
, while in a better position than 
lependent wholesaler, are at a 
intage because they often lack 
control to assure the 
cturer that his window and 
r displays will actually appear in 
tores of the group. The inde- 
retailer is at even a greater 
ivantage. To sell 100 separate 
the idea of a specific promotion 
es the manufacturer in contacting 
e of the 100 stores, whereas with 
contact at one headquarters 
ient. And, even after this addi- 
expense, space purchased in the 
per advertisement of an inde- 


A} 


ent is less effective since it covers 


essary 


4, p. 139. 


p. 13. 


only one store, whereas a similar chain 
store advertisement informs the public 
that the good is for sale at all the local 
units of the chain. It is in the chain, 
with its wide newspaper advertising 
and its ability to assure the manufac- 
turer that his displays will appear, that 
many manufacturers have found they 
can best use their advertising dollar. 
Hence it is really not surprising that 
chains receive a large proportion of all 
advertising allowances. 

It will be noted that the above para- 
graphs are a justification only of those 
advertising allowances actually used to 
buy an advertising service. If all 
such allowances were actually used for 
the purpose implied by their name, the 
case could rest here. Unfortunately, 
this is not true. While some manu- 
facturers keep an accurate check on the 
recipients of the allowance so that they 
are certain the money is actually used in 
the designated way, other manufactur- 
ers make absolutely no effort to find 
out what becomes of the allowance. 
Mr. Morrill, for example, admitted 
under questioning that his company 
(Kroger Grocery & Baking Company) 
made no report to the manufacturers 
granting advertising allowances.!! Dr. 
Julius Klein, speaking from knowledge 
gained in service in an advisory capac- 
ity with respect to three chain com- 
panies in the process of reorganization, 
said that such allowances are ‘‘not 
entirely”? subterfuges for rebates, but 
that there is a great temptation to use 
them in that way.!* While the Great 
Atlantic & Pacific Tea Company had a 
definite contract with General Foods 
Corporation covering promotional al- 
lowances, an A & P executive stated 
that his company was not accountable 
to General Foods for this money and 


12 [bid., v. 4, p. 250. 
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that the allowance was simply placed in 
the general advertising account.'* In 
brief, the situation seems to be that 
some advertising allowances are really 
given for a service and are justifiable; 
others are simply a form of special 
rebate. The problem becomes one not of 
abolishing all advertising allowances 
but of distinguishing the justifiable 
ones from those which are subterfuges. 
A sound anti-price discrimination law 
must recognize this distinction. 


Volume Allowances. The second type 
of preference given to chains—volume 
allowances—may be discussed here in a 
few words. The exact forms of such 
concessions are numerous. For example, 
Louis K. Liggett Company received 
from one manufacturer of toilet goods 
214% extra in cash which was rebated 
at the end of the year when purchases 
for the year exceeded $80,000. !4 A 
manufacturer in the food field used a 
plan of progressive discounts, increasing 
according to volume from 1o0¢ per unit 
to 25¢ per unit. Investigation disclosed 
that only three companies (all chains) 
bought in sufficient quantities to benefit 
from the top of the scale.” In some 
cases these volume allowances run into 
large sums; for example, Kroger re- 
ceived $379,693 in 1934.'° Further- 
more—what is of particular importance 
from our point of view—some manu- 
facturers admitted to the Commission 
that bargaining and competitive condi- 
tions were important factors in deter- 
mining just what “‘volume” allowances 
should exist. 

Should such volume allowances be 
permitted ? Once again it seems that the 
answer is partly “yes” and partly 
13 [bid., Vv. 1, pp. 432, 435 
14 Special Discounts and Allowances: Tobacco, Federal 
‘rade Commission, p. 21. 
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‘no.”’ In so far as such allowances re. 
flect savings in cost of production o; 
cost of selling, it is doubtful if there j; 
good reason why they should not be 
passed on to the buyer who makes the 
savings possible. On the other hand. 
those used as rebates to give any chai 
(or wholesaler) an unfair advantage are 
certainly to be condemned. Again, 
problem is one of segregation rat 
than of abolishment. 


+ 


the 
. 
| 
ner 


Brokerage Allowances. Of the 76 
manufacturers in the grocery field dis- 
covered by the Commission’s inter- 
viewers as granting preferences 
chains, 24 gave such preferences by the 
use of brokerage.” While not all large 
chains received such payments, 
specific cases brokerage fees wer 
large. Kroger, for example, received 

236,209 on canned goods and flour in 
1934 while the total brokerage earning: 
of A & P for the same year were about 
$2,000,000." 

But is brokerage always a specia 
price concession to the chain? Perhaps 
a glance at the buying organization 
of the Great Atlantic & Pacific Tea 


Company may give us some clue. This 
company maintains twelve buying 
headquarters scattered throughout the 
United States, each office tending t 
specialize in the buying of products 
raised or packed in its district. The Sar 
Francisco office, e.g., buys (among othe! 
things) California canned fruits and 
vegetables, dried fruits, nuts, and 
fresh fruits. Buyers from these offices 
make direct contact with the seller s 
that the packer of (say) canned goods 
does not have to pay a broker for selling 
his products. If this packer is pricing 
17 Of 62 manufacturers found in other fields g 
special concessions, only one used brokerage. 

18 Hearings, Vv. 3, p. 24; v. 1, p. 461. A First Nat 
Stores official testified that his company re 


no brokerage. 
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is on the assumption that he will 
pay a brokerage fee, there is no 


n why A & P, which performs the 


ge function, should not receive 
lower price or the brokerage fee 


thermore, the Patman Hearings 
indicate that in some cases the 
ed brokerage fee is a mere book- 
¢ transaction. In the course of a 
f answers to questions concern- 
erage allowed A & P by General 
_ Mr. Ingleheart, a General Foods 


ve. said: 


erage| is a matter of bookkeeping. 
hese commodities are market com- 
and purchases are made on the 
net prices. If they [A & P] want 
kerage figured in and added to the 
1 then deducted, that is the opera- 
we perform. The net price they 
the same, regardless of whether it 
kerage, or not, included.!® 


ently, much of what has been 


mned as unfair brokerage is actu- 


ther a payment for a service or a 
eeping transaction. In either case 
payment is fair. On the other 
is evident that such payments 
been used to give some large 


san unfair advantage. Once again 


blem is to do away with the un- 
iyment in some manner which 
t abolish that which is justifiable. 


may sum up this section we 
the following conclusions. First, 
res have received special con- 
from manufacturers in every 
vhich has been investigated to 
Second, even if all these special 
ons had not existed, the methods 


1in store operation are such that 


ains would still have possessed 


ne80% togo% of their total price ad- 
tage over the independent. Hence, 


p. 59. 


mere abolishment of special discounts is 
far from a solution of the independent’s 
price problem. Finally, a large part of 
these special concessions are justifiable 
—even where given as promotional 
allowances or brokerage f 
they are payments for services. With 
these conclusions in mind, let us turn to 
a consideration of legislation aimed at 
elimination of price discrimination. 


fees—since 


The Original Section 2 of the Clayton Act 

Section 2 of the Clayton Act (1914) 
has long served as the main Federal 
legislation against price discrimination. 
This section provided that it should be 
unlawful: 


either directly or indirectly to dis- 
criminate in price between different pur- 
the effect of 
be substantially to 


chasers where such 
discrimination may 
lessen competition or tend to create a 
monopoly. 

Io this rule exceptions were made to 


‘ 


allow discounts (1) “‘on account of dif- 
ferences in the grade, quality, or quan- 
tity,’ (2) when they made “‘only due 
allowance for difference in the cost of 
selling and transportation,” and (3) 
when ‘‘made in good faith to meet 
competition.” 

At first reading it would seem that 
this law provided all that might be 
needed to stamp out undesirable price 
discrimination. Interpreted in the light 
of “‘reason,”’ it would eliminate all ad- 
vertising and _ brokerage 
which could not be shown to be reason- 


allowances 


able, i.e., payments for service, as these 
would be indirect price discrimination. 
On the other hand, enough flexibility 
was provided to allow all reasonable 
concessions. The line between fair and 
unfair concessions would have to be 
cleared up by taking a number of cases 
to the courts. Furthermore, the three 
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exemptions seem valid. Differences in 
grade or quantity are legitimate rea- 
sons for quoting different prices as are 
differences in cost of selling and of 
ransportation. Price-cutting to meet 
competition is obviously necessary in 
an economic system where patronage 
for similar goods is largely on a price 
basis. 

In spite of the fact that Section 2 
reads as if it would remove all undesir- 
able price discrimination, a glance at 
the enforcement record would raise 
doubts as to this result. Since the estab- 
lishment of the Federal ‘Trade Commis- 
sion, the agency having the enforcement 
responsibility, less than 50 complaints 
have been issued against Section 2 vio- 
lators; of these, less than 10 have re- 
sulted in cease and desist orders not 
reversed by the courts. In the period 
from June, 1931, through June, 1935, 
but one complaint was issued under 
this section.” This small number of 
complaints might lead one to surmise 
that price discrimination vanished with 
the passage of Section 2 were it not for 
the fact that the Commission’s own 
chain store study and the Patman in- 
vestigation showed it to be so prevalent. 
Why has not Section 2 prevented price 
discrimination in favor of chain stores? 

A first possible weakness of the sec- 
tion was that it allowed price discrimi- 
nation which did not “substantially 
lessen competition or tend to create a 
monopoly.” In general, this limitation 
has made it necessary to show a “‘gen- 
eral injury to competitive conditions in 
the line of commerce concerned, where- 
as the more immediate concern is in 
injury to the competitor victimized by 


21 


ee 


the discrimination.’ 


2° Cf. pp. 64, 69, 54, $2, respectively, of Commission’s 
Annual Reports for years 1932 through 1935. 
Report Mr. Utterback, Committee on the 


EVIEW 





It is probably true that Section ; 
should be broadened to include Price 
discrimination resulting in injury to , 
competitor even if a “‘general injury t 


competitive conditions” cannot } p col 
shown. It is extremley doubtful, hoy. gre 
ever, if this limitation has been effec. col 


fe wr 


tive in holding up enforcement of th 
section as regards chain stores. Eye; 
the Commission admits that: 


A strong probability exists that t! 
effect of price discrimination by manufac. dis 
turers which makes it possible for chain wh 
stores consistently to undersell their ind. HR ;| 
pendent competitors “may be to substan- 
tially lessen competition” between then al 
and “tend” to the creation of a monopoly.” 6 


o 


If the Commission really believes this, ? 
it is no excuse for lack of enforcement a 
of the act to say that such a limitatio: 
exists. The reasonable procedure would 
seem to be to carry some specific cases 
of price discrimination in favor of chain 
stores to the courts and find out how 
the phrase would actually be inter- 
preted. 

A second alleged weakness has been 
found in the fact that Section 2 was 
applicable to sellers only, with the ac- 
ceptance of discriminatory prices }} . 
the buyer a perfectly legal act.” There- 
fore, runs the argument, as the urg 
leading to price discrimination usual 
originates with the buyer, and as he !s 


| 


left free of all responsibility, price dis- 


crimination is encouraged. How 
It must be admitted that the inappl- 
cability of Section 2 to buyers was 4 Con 


disadvantage from the point of view 

stamping out price discrimination, bu! 

it is equally true that this is no excuse Ry 
for its lack of enforcement. In fact, !! le 


Judiciary, on HR 8442, 74th Congress, 2nd Sessior 
p. &. 
22 Final Report, p. 64. 
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» argument is sound, this weakness of 


AL 


ction should have resulted in even 


price concessions, and have ac- 
gly offered to the Commission a 


ter opportunity for the issuance of 


net 


laints. 


Furthermore, while the 
is in favor of extending the sec- 
buyers, it should be realized 


this raises an important difficulty. 


sa buyer to know whether or not 
.ccepting a price which involves 
ination? How is he to discover 
ther buyers are paying? And if 


iyer does not dare put pressure on 


eller for a lower price for fear he 


n counter to law, would not the 
fall somewhat under the control 


- seller and tend to acccept what is 


ise 1n 


third alleged weakness was found 


refusal of the court in the Men- 
1923 to hold Section 2 appli- 
to price discrimination lessening 


ition in the resale of a com- 


lity.** As a result, even though a 
r might (say) give a chain a special 
by reason of which the chain could 


ri 


ell its competitors, the action 


‘gal unless it hindered competition 


i 


een the seller and its competitors. 


st be readily admitted that this 


tunate interpretation of the sec- 


reduced its enforcement possibil- 


the retail field, and may to some 
explain the Commission’s ap- 
lack of interest in enforcing it. 


vever that may be, the Mennen deci- 
vas overthrown by the Supreme 


1929. During the past six 


, therefore, this weakness has not 


Ne 


| to serve as an excuse for lack of 


ement or for modifying the origi- 


tion 2. 


64, 90. Cf. Mennen Company v. Federal 


mmission, 288 Fed. 774. 


Im? 


v. American Can Company et al., 278 


A fourth weakness has been found in 
the fact that the section applied only 
to interstate commerce, so that a large 
part of price discrimination was found 
outside its scope.” This situation, how- 
ever, is no plea for modification, since 
any Federal law is subject to the same 
limitation. Nor is it an excuse for lack 
of enforcement, since (1) much of the 
price discrimination uncovered by the 
Commission’s chain store investigation 
was in interstate commerce, (2) the 
field of interstate commerce is growing 
as retailers are joining together to go 
across state lines to buy of manufac- 
turers and as manufacturers are more 
and more going direct to retailers, and 
(3) the Federal Trade Commission has 
not even explored the limits to which 
the courts would allow it to go in en- 
forcing the act in intrastate business 
where such business may be found to 
affect interstate business. 

According to the Commission “the 
principal difficulties of enforcement”’ of 
Section 2 resulted from the “provisos 
regarding quantity, cost of selling, and 
meeting competition.’”’””’ The quantity 
proviso, it will be recalled, allowed price 
discrimination among buyers of differ- 
ent quantities, and the Commission has 
pointed out that the courts might in- 
terpret this to irean that even a slight 
difference in ‘uantity bought would 
justify a large difference in price; if so 
interpreted, enforcement of the section 
would be impossible. But this possi- 
bility is no excuse for lack of enforce- 
ment, for the question has been in doubt 
since 1914 and only of late has the Com- 
mission brought a case to court in 
which it may be decided.** If the Su- 
preme Court should hold that quantity 


% Final Report, p. 64. 

7 Final Report, p. go. 

% Federal Trade Commission v. 
Rubber Company. 
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differences allow any price difference (a 
decision which seems impossible as re- 
pugnant to common sense), then Sec- 
tion 2 would need modification. Until 
such time arrived, there seems no rea- 
son why the Commission should not 
have proceeded on the assumption that 
Congress meant that quantity differ- 
ence should be taken into account in 
the same way as cost of selling and 
transportation differences, that is, on a 
cost basis. 

The proviso allowing price discrimi- 
nation made in good faith to meet com- 
petition might have been one to give 
rise to considerable enforcement difh- 
culty. When is a concession ‘‘made in 
good faith to meet competition ?”” What 
if a manufacturer makes a special price 
to a chain to keep that chain from manu- 
facturing a similar good? Or what of a 
special price even below that of a com- 
petitor, if the price is considered essen- 
tial to keep the chain from shifting its 
patronage? Obviously, these conces- 
sions would be to meet competition and 
they might be made in all good faith. 
Yet they leave the gate wide open for 
all kinds of special concessions, of a 
discriminatory nature, since they allow 
a manufacturer to make concessions 
not based on any item of cost. They 
also leave a large buyer free to play one 
another, each 
in good 


manufacturer against 
manufacturer reducing price 
faith to meet competition.”’ Yet in an 
economic system in which price is such 
factor in determining 


oe 


an important 
patronage, it would not be fair to a 
manufacturer to forbid him to meet 


competition even at a lower price than 
ordinarily charged. Therefore, while it 


’ It should be noted that the Commission is far from 

being entirely to blame for its lack of activity concern- 
g Sect 2. Consistently the Commission has been 
verworked and has lacked adequate appropriations 

® HR 8442 

! While the Patman measure is definitely an anti- 

chain bill the words ‘‘chain store”’ d teven appear 





is admitted that this proviso may mak: 
enforcement more difficult, it is a desir. 
able proviso; and carrying a number ¢ 
specific cases of discrimination in fayo; 
of chains to the courts might build up; 
body of court opinion defining thos 
cases which actually were in goo 


faith. 


From the above discussion of th 
original Section 2 we conclude that ; 
was adequate, if actively enforced, 
check undesirable price discriminatio: 
True, it contained ambiguous phrases 
but any law with which it might be re. 
placed would also require a vast amount 
of legal action to find out exactly hoy 
it would be interpreted by the courts 
Until recently the Commission has no’ 
put sufficient attention on Section 2 
get the courts to say exactly what it 
does mean. Minor changes might hay 
been desirable, but not necessary unles 
the courts so ruled as to make it unen- 
forceable. Until such a time it would 
seem a dubious policy to throw out: 
law which checked both direct and in- 
direct price concessions and still a- 
lowed enough flexibility to distinguis 
between fair and unfair discrimine- 
tions. The weakness of Section 2 
apparently lies more in the enforcement 
agency than in the act itself.” 


The Robinson-Patman Amendment 


On June 11, 1935, Mr. Patman intro 
duced into the House a bill to amen¢ 
Section 2 of the Clayton Act.” This 
bill was referred to the Committee 
the Judiciary, where it was rewritte! 
into even a more anti-chain measu! 
than that introduced by Mr. Patman 
in its phrasing. It is worth noting that in the Pat 
Hearings witness stated that the bill had |! 
drawn by counsel for the United Wholesale Gr 
Association, certainly a partisan body. Mr. Pat 


was present at the time and gave no denial. Ct 


p- 398. 
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while, the Senate was considering 
ar bill introduced by Mr. Robin- 
While it might be of interest to 
ler the various changes through 
these bills went, suffice it to say 
-y did not weaken the anti-chain 
le with which the original bills 
n drawn. In June, 1936, the so- 
Robinson-Patman bill became 


tons to Correct Alleged Weak- 
In the Robinson-Patman amend- 
Dhrases t the phrase “substantially to 
1t be 1 competition” is retained, but, an 
amount vement has been made in that 
liscrimination which results in 


rced, t 
inatior 


“c“ 


o aparticular party has been def- 
declared illegal.** Hence, proof 

ry to the general welfare should 
nger be necessary. Since it is only 
igh a series of individual injuries 
t general injury results, “‘this broad- 
f the jurisdiction of the act” 
a more effective sup- 
and the 


“eé 


lead to 
mn of such injuries 
effective protection of the public 
t at the same time. iat 
t be remembered that, if the 
ral Trade Commission is right in 
ing that this phrase was no 
tion on its checking price dis- 
nation which enabled the chain to 
ell the independent merchant 
tently*® the above addition actu- 
lds nothing of practical value to 
» independent. All it does is re- 
1 possible excuse for not enforcing 
although, it must be admitted, 
removal in itself may be of con- 
rable importance. 


The second of the alleged weaknesses 
of the original section—that it did 
not apply to the receiver of the dis- 
has been removed in the 
making it unlawful 


crimination 
amendment by 
‘“*knowingly [to] . . 
a discrimination in price. 
spite of the dangers of this change,* 
it appears that the change should make 
enforcement easier and should be con- 
sidered as an improvement. 

The fact that between 1923 and 1929 
Section 2 was held not to apply to price 
discrimination which lessened competi- 


induce or receive 
In 


‘° 


tion only in resale, has already been 
considered. As will be recalled, in 1929 
the court’s earlier opinion was reversed. 
Thus when the amendment states that 
price concessions limiting competition 
in resale are unlawful, it is only stating 
the law as it has existed for the past six 
years. It adds nothing new to remove 
price discrimination. 

The fourth alleged weakness—that 
Section 2 applied only to interstate 
business—is, of course, untouched in 
the new section. The Commission will 
have to bring specific cases to see how 
much this limitation will check its en- 
forcement of the section. 

Concerning the uncertainity over the 
quantity proviso, it will be recalled that 
the Commission is now prosecuting a 
case which would have removed this 
uncertainity, and in the opinion of the 
writer this case would result in a victory 
for the ‘‘due allowance” interpretation. 


The new section, however, regardless of 


the decision in the pending case, makes 
it clear that hereafter such quantity 
discounts shall be based on cost differ- 


of Mr. Utterback, Commit 
HR 8442, 74th Congress, 2nd 
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ences. If our guess as to the court’s 
opinion in the Goodyear case proves 
true, this new section simply restates 
the law as it has been since the original 
section was passed in 1914. 

The amendment, however, does not 
stop with the above statement as re- 
gards quantity discounts. For all those 
‘particular commodities where 
it [the Federal Trade Commission] 
finds that available purchasers [of large 
quantities] are so few as to render differ- 
entials on account thereof unjustly dis- 
criminatory,” the Commission js given 
the power to establish quantity limits 
above which quantity discounts cannot 
be given regardless of any additional 
savings which may be attributed to 
such purchases. 

To attempt to forecast the exact 
effects of granting this power of fixing 
quantity limits to the Federal Trade 
Commission would lead largely into the 
field of guessing, since so much depends 
upon a large array of unknown factors. 
In how many cases will the Commission 
find such a few large buyers that the 
setting of such limits will be considered 
necessary? Where it does attempt to 
fix them, will it set them low enough so 
that the merchandise cost to large 
buyers will be appreciably increased 
with a resulting increase in prices to 
ultimate consumers? Where such limits 
are set, may not the buyers be large 
enough so that they can enter the field 
of manufacturing? May not the grant- 
ing of powers to the 
Commission be an _ unconstitutional 
delegation of power? Not only is this 
part of the new law (if enforced) bound 
to lead to litigation, but it is doubtful, 
because of the possibilities of large 
buyers going into manufacturing or 
buying from a single manufacturer, 
that it will be of lasting benefit to 
smaller buyers. 


such broad 





The final alleged weakness of the 
original Section 2—1.e., that it allowed 
price discrimination when made in good 
faith to meet competition—remains jp 
the amendment that “nothing herein 
contained shall prevent a seller . . . 
[from justifying] his lower price... 
[by showing that] it was made in good 
faith to meet an equally low price of a 
competitor. ” If the above ex- 
pressed contention concerning _ this 
clause is sound,*’ the retention of this 
phrase, while it may give rise to en- 
forcement difficulties, is necessary in a 
competitive system. The Commission 
must bring cases in order to get a num- 
ber of court opinions as to those price 
discriminations which are legal under 
this clause. 

In summary, then, does the new 
Section 2 meet the alleged weaknesses 
set forth as reasons for amending the 
original Section 2? In only one matter 
is any real improvement evident: the 
section has been extended to the 
buyer. While price discrimination re- 
sulting in individual injury is declared 
unlawful so that harm to the general 
welfare does not have to be shown, it 
is doubtful if this is significant. ‘The 
Commission felt that the original word- 
ing was enough to cover concessions 
granted to large retailers. In all other 
matters the new section simply re- 
states the existing law. The degree of 
success obtained under the new law 
will not depend upon how it meets the 
weaknesses of the wording of the old 
law but, rather, upon what change in 
enforcement takes place. 


Other Provisions. In addition to the 
above provisions which (with one ex- 
ception) do not change the existing 
law, the Robinson-Patman amendment 
has two sections worthy of mentio! 


7 Cf. above, pp. 69-70. 
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- they are directly aimed at two 
‘ic forms in which concessions 
been made to the chains. These 
ns have to do with brokerage fees 
rvice (advertising) allowances. 
have already pointed out that a 
art of brokerage allowances 
to chains are perfectly fair since 
are payments for services ren- 
\ny law dealing with such pay- 
should be flexible enough to 
cuish between the fair and the 
payments and abolish only 
itter. It will be recalled that the 
has been expressed that the 
Section 2 gave to the Federal 
‘Commission ample power to deal 
il] such unfair allowances since it 
ted all unreasonable indirect 
minations. 
clause of the new Section 2 re- 


ig brokerage payments is as 


it shall be unlawful . 
eceive . . . brokerage 
ervices rendered in connection with the 
r purchase of goods , either to 
her party to such transaction or to 
ent... acting in fact for... any 
such transaction other than the 
by whom such compensation is 


j 
{ 


to pay 
, except 


what does this clause mean? 
ding to one of its active sponsors® 
ws brokerage payments by a 
his broker for services rendered 
ling merchandise or by a buyer 
broker for services rendered in 

merchandise, but it prohibits 
yments by a seller to a broker 
ng for a buyer regardless of serv- 
performed. 
this distinction? Again, Mr. 


t., DP. 15. 


ices of the Great 


The true broker serves either as a repre- 
sentative of the seller to find him market 
outlets, or as representative of the buyer to 
find him sources of supply. In either case he 
discharges functions which must otherwise 
be performed by the parties themselves 
through their own selling and buying de- 
partments, with their respective attendant 
costs. [Thus, the true broker]. . . dis- 
charges a sound economic function and is 
entitled to appropriate compensation by the 
one in whose interest he so serves. 
[But] for an intermediary to claim to be 
rendering services for the seller when he is 
acting for or under the control of the 
buyer... is a contradiction in terms 

and no seller can be expected to pay 


such anintermediary . . . forsuch service. 


In other words, the independent broker 
employed by the seller renders the 
service of bringing buyer and seller 
together and therefore is worthy of 
compensation by the seller; but if this 
broker is in the employment of the 
buyer regardless of the fact that he 
may perform the same service for the 
seller®® and thereby reduce the seller’s 
cost of selling, he should not be paid 
by the seller. Interpreted in this man- 
ner this clause would mean that if two 
large companies were to buy sugar in 
comparable amounts of the same sugar 
refining company at (say) $5.50 per 
hundred, with one buying through its 
own buying office as broker and the 
other buying through an independent 
broker working for the seller, in the 
latter case the sugar company would 
receive $5.50 minus brokerage while 
in the former case it would receive 
$5.50 net. What the Robinson-Patman 
amendment fails to do is to give ‘‘con- 
sideration to the facilities furnished by 
the buyer although their use may make 
a great difference to the seller—not 
merely a difference in price but the 
discussed on pp. 66- 


Atlantic & Pacific Tea Company, I 


67 above. 
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whole difference between being able to 
go through the transaction or not.’’® 

It is submitted, then, that this part 
of the amendment is inferior to that of 
the original Section 2 in that it fails to 
allow a distinction between brokerage 
paid for services rendered and that paid 
where no such service results. Instead 
it bases the line between fair and unfair 
brokerage on the fact of who controls 
the one performing the brokerage func- 
tion regardless of obvious benefits to 
the other party. This change may lead 
to litigation unless the courts interpret 
the section in a different way from that 
proposed by Mr. Utterback.*! 

Concerning advertising allowances 
the Robinson-Patman amendment 
makes it: 


unlawful . . . tomake any payment 
... to... a customer... in consider- 
ation for any services ... unless such 
payment . is available on proportionally 
equal terms to all other customers compet- 
ing in the distribution of such products. 


This part of the amendment is ap- 
parently based on the assumption that 
all advertising allowances are subter- 
fuges for special price concessions, and 
that they will be abolished if, to give 
such concessions to one buyer, the 
seller has to offer them to all “on pro- 
portionally equal terms.”’ But, as we 
have already seen, all such advertising 
allowances are not mere subterfuges. 
‘““Window space costs money and has 
rental value,”’ so that it is perfectly 
proper for a chain to accept payments 
for using the window to display a manu- 
facturer’s products. Furthermore, why 
Nathan Isaacs, 4 Review of the Price Discrimination 
Bills Before the 74th Congress, p. 6. Published by the 


Institute of Distribution, 1936. 


‘1 That a different interpretation may be made would 
not be surprising in view of the phrase in the clause 
which allows brokerage “‘for services rendered.’ In 
actual fact, it looks as if this phrase might prove a 


joker to those who wanted a clause to outlaw all 


should a manufacturer be forced to byy 
(say) a window advertising service on 
‘proportionally equal terms” from al] 
customers? “Some [windows] may be 
worthless and others worse—in other 
words, actually detrimental to the 
goodwill of the product occupying a 
‘proportional’ space in them.’’#? 

To put the matter specifically: here 
is a company marketing a new product, 
Its advertising department decides that 
the best way to get this item introduced 
quickly to a large market is to pay 
the First National Stores to feature it 
by window display, floor display, and 
salesman suggestion. Such a plan in- 
volves the selling of the item to but on 
firm and—since this chain blankets the 
New England States with some 2,600 
well-located stores—it is immediately 
brought to the attention of an impor- 
tant part of the buying public. Or again, 
here is a manufacturer whose sales have 
been lagging in California. It is felt that 
a newspaper campaign run in conjunc- 
tion with a featuring of the item by the 
California Safeway Stores will provide 
the necessary stimulus. Yet under the 
new law both of these strictly advertis- 
ing campaigns would be illegal unless 
the manufacturers offered to buy this 
same promotional service from all 
grocers (and from all other purchasers 
if the item is handled by retailers in 
other fields) in these areas. While the 
case is not exactly comparable, this 1s 
something like saying that if you desire 
to advertise in the New York Times you 
must buy “proportional” space in the 
Tribune. The bill entirely overlooks the 
fact that the chain has certain natural 
brokerage going to large chains. Even if the Great 
Atlantic & Pacific Tea Company continues t 


brokerage, if it can show that it renders a comp¢ 
ing service to the seller, the new clause would 
this legal. To the writer this interpretation seems mor 
reasonable than does that of Mr. Utterback. 


‘2 Isaacs, op. ctt., p. 6. 








tages in serving as a promotional 
nization, and that the 


for a bill which provides that 


yments going to the chain are 
promotional payments and not 


need is 


nc essions. 


si 
in stores have received special 
sions from manufacturers in ex- 

those going to independent 
esalers and retailers, but (1) they 
1 still substantially undersell the 
ndent even if the concessions 

lished and (2) many of the 

ns are justified. Section 2 of 
Clayton Act provided 


riginal 
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sufficient flexibility to distinguish be- 
tween the fair and the unfair conces- 
sions, and its alleged weaknesses were 
largely excuses for lack of enforcement. 
The Robinson-Patman amendment 
(with one exception) removes none of 
the alleged weaknesses of the original 
section, while its provisions against 
brokerage and advertising allowances, 
if accepted by the courts as interpreted 
by Mr. Utterback, are unsound. In 
general, as a law it is less satisfactory 
than the section which it replaced. It 
will mark a step forward only if its 
passage encourages the Federal Trade 
Commission to become more active 
against price discrimination. 
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BASE-STOCK PRINCIPLE IN INCOME 


ACCOUNTING! 


BY ROSS G. WALKER 


ESPITE a rather uncertain 

career of ups and downs, the 

base-stock principle of inven- 
tory valuation continues upon occa- 
sion to demand a hearing on all the old 
questions as to its validity. Every now 
and then, during the past 20 years or so, 
some important company has adopted 
the principle as a basis for reporting 
net income to its stockholders, or has 
sought to gain its admissibility for tax 
purposes, whereupon the discussion of 
the merits of base-stock methods has 
been reopened. Some comparatively 
recent developments have given fresh 
emphasis to time-honored arguments, 
with the invariable suggestion that 
base-stock valuation has played alto- 
gether too modest a part in business 
practice. 

The reader may be already familiar 
with the main chapters in the history 
of base-stock valuation; how in Eng- 
land it has had varying experiences 
before the tax units and the courts and 
in commercial practice, with, broadly 
speaking, the results in its favor, al- 
though its actual use has been confined 
within relatively narrow limits; how, 
in this country, such accounting has 
received some hospitable attention from 
accountants and men, but 
little if any favorable recognition from 


business 


the government; how writers on the 
subject have not, as a general rule, gone 
out of their way to take a definite 


stand as to the soundness of the basic 
inventory, leaving at least the casual 


1 Based on comments made before the International 
* st C nierer Nati ynal Ass clation of Cost 


ice of the 
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student of business not a little confused 
about the whole issue. At any rate, if 
the reader does not happen to be 
familiar with these phases of the 
history of the base-stock principle, he 
undoubtedly does know that, as a 
practical guide to industrial accounting, 
it has made only hesitating advances, 
and today has by no means a clearly- 
defined status in the reporting of com- 
mercial net income. 

The business world has lately fur- 
nished two major additions to the list 
of organizations favoring the principle. 
These newcomers are Swift & Company 
and the American Petroleum Institute. 
Within only the past two or three years 
these organizations have adopted or 
have recommended the adoption of 
some member of what may be called 
the base-stock family of valuation 
methods. And old users of the principle 
of these methods, in their more recent 
reports, are reiterating in stronger 
words than ever their conviction as t 
its soundness. One of them goes so far 
as to say that the business community 
would have been much better off today 
had the principle over the last decade 
been a generally accepted guide t 
income accounting. The result has been 
a profound effect upon reported net 
return, and an unmistakable indication 
that the principle of accounting implied 
in base-stock practice may gain a 
significantly wider acceptance than has 
been the case to date. And this in spite 
of tax laws and any want of clarity 


Accountants held at Cincinnati, Ohio, June 22-26, 
1936. 
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thin: 


The Base-Stock Principle in Income cAccounting 


tion of the principle of basic 
n.* 
fact is that business men are 
use of the principle frankly 
wedly in communicating the 
f their stewardship to stock- 
and creditors, and are giving 
for their action that make us 
nd ask: Is the method of inven- 
luation broadly known as the 
normal-, or minimum-stock 
sound? If sound in some 
ns, are they, however, special 
or do they suggest that there is 
in the method worthy of 
reneral acceptance as an economic 


plein business enterprising f What 
method likely to mean in future 


merc ial practice? 
(hese questions lie at the heart of 


blem of determining commercial 
ome for conventional periods of 
ition. Indeed, one might say 
st of the issues bearing upon 
| net income determination 
focus in the attitude to be taken 
the place of the inventory in 
eflection of 
nsiderations, together with the 


operating results. 


bility that no two experts could be 


ryt 


( 


t to agree upon what net income 
ke the questions deserving of a 
re thoroughgoing study than is 


in the present discussion. In 
the main purpose will be to 


ith these questions only to the 


iper 


that possible answers may con- 


te something in the way of helpful 


nt on the recent changes in ac- 


he reader some idea of how important has 
t upon reported net income of the appli- 

» principle by actual companies, it should 
te that one concern published $3,948,- 

t for 1934, which figure would have been 
inder cx 


et k 
LOCK 


nfavorably, so 


ynventional accounting or with- 
adjustments. This instance does 
far as the significance of 


ment is concerned, with the report of another 


counting practice to which reference 
has been made. 


Base-Stock Valuation Methods 


In using the ‘*base-stock 
family of valuation the 
writer has in mind the following three 
ways of interpreting the effect of the 


phrase 
methods,”’ 


inventory upon reported net income. 
One member of this family carries the 
parent name, the so-called base-stock 
or normal-stock method of inventory 
accounting, by which a given quantity 
of stock is assumed to constitute a 
part of the physical equipment of the 
reporting concern, this stock having 
the same significance as a piece of 
machinery or any other unit of the phy- 
sical plant. This method also permits 
naturally of a so-called “‘excess above 
normal,” or a “‘deficiency’’; generally 
speaking, this implies, or at least does 
not preclude, the possibility of stock 
reserves other than strictly inventory 
reserves, such as production surpluses 
peculiar to extractive industries and 
purely speculative or precautionary 
commitments, as well as normal operat- 
ing excesses or deficiencies. The guiding 
thought as to the basic inventory is 
simply that a certain investment is 
necessary to maintain production, to 
provide goods for display, and to make 
possible reasonable delivery schedules. 
This investment will of course show 
minor pluses and minuses as operations 
proceed from period to period, but, 
within a given merchandising plan, will 
remain substantially the same over the 
years. Stocks in excess of this basic in- 
which, in 


company 1934, gave a 


stockholders of $4,932,492 after an z 
inventory price decline ’ 
figures of $8,767,302 a 0, respectively, fe 
1935. It might also be noted that some of the ‘‘ 


very recently have joined in 


coe = 1] 
it $6,50 mparable 


r 


nd $6, XN 


users of the principle” 


ld 
a 
t 


special effort to convince the Treasury Department 


that the present unfriendly attitude of the govern- 
ment toward the base-stock principle is unjustified. 
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ventory are of another financial family 
entirely, and may be ignored for the 
purposes of this paper. As to valuation, 
the base-stock plan calls for a fixed 
price for the basic quantities of mate- 
rials and products, which fixed price 
requires especial adjustment only to 
the extent it is felt that the balance 
sheet position of the business demands 
it. The income account remains quite 
unaffected by changes in the economic 
importance of the fixed quantities 
assumed. The net effect of this interpre- 
tation of the part played by the inven- 
tory in accounting for income is thus, 
in principle (ignoring for the moment 
the relatively minor question of ex- 
cesses and deficiencies with respect to 
base stocks), to charge sales with the 
current costs of replacement of goods 
sold. By this means, of course, new 
needs for working capital incident to a 
rise in replacement costs are met out 
of current income, and, if necessary, 
the reporting concern is in position to 
absorb the experience of a falling mar- 
ket without feeling the immediate 
effect of inventory shrinkage. This 
would be true at least to the point of 
the base price, and even beyond, if it 
may be argued that the adjustment in 
the base price does not legitimately 
belong within the income account. 

A second member of what has been 
termed the base-stock family of valua- 
tion methods calls for the systematic 
periodic reservation out of income of 
an amount measured by the increase 
in cost of a reasonable basic inventory 
investment during a period of rising 
markets, or in the investment required 
for a comparable producing and mer- 
chandising equipment during the same 
period. The reserve is returned to the 
income account during a period of 
decline as indicated by the measure of 
the fall of prices for the period covered 


by the income report. In the meantime 
the inventory itself is valued at cost, |p 
principle, market is ignored on both 
the upswing and the downswing of the 
price cycle, at least until it goes beloy 
the point as of which the initial reserya- 
tion was made. 

The third member of the family 
whose characteristics are being out: 
lined may be given the rather technical 
title of the “‘last-in, first-out”? method. 
or approach to the valuation of the 
inventory for purposes of the income 
account, as contrasted with the time- 
honored “‘first-in, first-out” or chron- 
ological method. By this _last-in, 
first-out method, in broad principle, the 
current costs of goods sold are used for 
the income account, and with current 
replacements just covering operating 
needs, the inventory remains the same 
at the end of the income period as at 
the beginning. In some concerns, and 
for certain periods, this last would be 
substantially the case, and the inven- 
tory in each new statement would in 
fact reappear at a constant figure. At 
any rate, the reader is asked to think 
of the method as working in this simple 
manner for purposes of this discussion. 
It should do no harm, in a general dis- 
cussion of the principle of the last-in, 
first-out method, as in the case of the 
base-stock method, to ignore the effect 
of what has been called “production 
surpluses” and “speculative or pre- 
cautionary commitments” with respect 
to both current operations and inven- 
tories, and also merely temporary, 
although unavoidable, differences be- 
tween goods sold and those current!) 
acquired. These matters, for purposes 
of viewing the central problem of inven- 
tory valuation in net income account- 
ing, can clearly be set down as 
irregularities. At worst they can onl) 
complicate the technique of applying 





D 
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tion method in question, with 
resulting practical concessions 
¢ it full expression in the ac- 
but without doing serious vio- 
the operation of the guiding 
involved. 
three methods have been 
of as deriving from one eco- 
family principle because, so far 
issues deal with the essential in- 
equipment of the reporting 
stock on hand has no effect 
he final figure of the income 
\ll three imply a like correc- 
‘cost or market” accounting 
cycle, as all three, though dif- 
approach to the income ac- 
and possibly giving different 
al sub-totals within that ac- 
t, imply a constancy in inventory 
and to the part which this 
tment should play in the periodic 


mination of net return. 


ntative Cases 


classic case of the base or normal 
method in the first sense out- 
, of course, that of the National 
mpany. This company adopted 
in in its present application as 
the year 1914 and has con- 
) use it throughout the years 
ly with highly satisfactory 
The ‘‘normal stocks” of this 
have been chosen with re- 
the needs for taking up the 
between deliveries of raw materi- 
production requirements and 
n the quantities of finished 
irrently produced and what 
necessary “to make 
deliveries.””’ Consideration in 
nnection is also given to the 


nt 


sonably 


of metal in process of manu- 


process in the case of 


white lead extends over several months. 
This last is analogous to what the tex- 
tile men sometimes speak of as the 
quantity thread the 
mill,” and to the reserve inventories 


necessary ~ to 


required by merchants to stock branches 
and to prepare adequate displays for 
shoppers. The National Lead Company 
speaks of its normal stocks as “‘ For all 
practical purposes a piece of ma- 
chinery which the company has to 
have always on hand in order to oper- 
ate’? and which it ‘ 
whatever the price at which the stock 
could be converted. The company says 


‘could not sell” 


further: 


Inasmuch as the purchases of raw 
material from month to month approxi- 
mately equal our sales of metal in the form 
of manufactured products from month to 
month we adopt the fiction: that the metal 
sold in the form of manufactured products 
during any given month was made out of 
the metal bought during that month, and 
the Normal Stock is never touched, and our 
inventories, therefore, are valued at cost. 


It is apparent that the lead company 
is today as completely wedded to its 
method of inventory accounting as it 
was 20 years ago. Its arguments in 
favor of the accounting involved may 
be broadly summed up in the simple 
statement that the practice is good for 
the company and good for the stock- 
holders, in that it “eliminates book 
profits that cannot be realized and book 
losses that are not suffered,” and thus 
makes possible an administration of 
profits which stands the test of the 
years. This last is true, of course, only 
in so far as a wise attitude toward 
entire 


‘ 


inventory values solves the 
problem of net income reporting. 
Another great concern, the 


national Harvester Company, 


Inter- 
which 


Ill HARVAR I NESS REVIEW I, 


the Business Cycle,” 
October, 1924, pp. 25-34 





80 Harvard Business ‘Review 


adopted the basic or minimum inven- 
tory plan in 1917, and today uses a 
species of the reserve member of this 
family group, reports that: 


This apparent profit in the constant 
minimum inventory which must be main- 
tained to carry on business can never be 
realized and experience has shown that it is 
ultimately wiped out when the economic 
pendulum swings in the other direction. 
Sound accounting requires the building up 
of an adequate inventory reserve during 
periods of rising costs to offeet the inevitable 
shrinkage during periods of falling costs and 
prices. Recognition of this fact has been 
largely responsible for the Company’s 
ability to weather the several economic 
crises in its history, and this policy will be 


continued.* 


Thus in explaining the practice to its 
new and old stockholders, the Harvester 
company simply says that the action 
taken is mandatory in principle. It 
should be noted, however, that in a 
brief filed with the Treasury Depart- 
ment on June 10, 1919, this company, 
joined with Deere & Company, went 
to great length to argue a tremendously 
large and sluggish inventory and an 
even more noteworthy period of turn- 
over. This statement was prepared in 
connection with the company’s applica- 
tion for the Department’s approval of 
the use of the “basic” or “‘minimum”’ 
inventory in abnormal war times, “‘in 
order correctly to ascertain the true 
operating income in the case of the 
agricultural implement business be- 
cause of its peculiar features.”’ It was 
further contended in this brief that, in 
the last analysis, true operating income 
as conceived by the business world is a 
function of sales in relation to their 
correlative current costs, and that the 


‘International Harvester Company, Annual Report, 


1934, Pp- 9, 10. 





sound inventory method is one which 
automatically permits current costs + 
be reflected in cost of sales. In view of 
the adoption of the base-stock principle 
by Swift & Company, the disparaging 
reference (at least by implication) of \s 
this brief to companies in the meat. I 
packing trade with inventory turnover 

of 7 to 10 times a year, as being s 
significantly different from the once 

in 15 or 18 months of the implemen: 
industry as clearly to show that the 

latter was in a class by itself, is of inter- 

est. The Harvester company explained 

the new policy as resting on the con- 
ception of the basic inventory as: 


constituting the permanent invest- 
ment in working assets, considered as an res 
integral whole and not merely as a con- 
glomeration of many articles. Mere physica! 
changes, or recurrent substitutions withi: \g 
that investment, should find no expressio 
within the income account. 


Swift & Company, a member of th 
“favored” packing industry, has ef- im 
fected with commendable simplicity Fx 
the change from the method of th 
rising and falling net inventory invest- 
ment to what is substantially a con- 
stant figure. For example, in the 1934 
Swift & Company Year Book we find 
this statement: 


Some of our products made profits duet 
rising inventory prices. While the prices o! 
our products are lower on an average tha! 
in previous years, some products advance¢ 
during the year, enabling us to earn a prot 
on part of the inventory. Properly speak- 
ing, such profits are capital gains rather 
than merchandising profits and should b 
preserved to take care of inventory losses 
We have therefore set up a reserve 0 
$4,267,000 on our Balance Sheet against 
possible future losses due to declining 10- 
ventory prices. 

I think it would be well, in explaining this 
subject, to point out... that Swift & 
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always has to keep on hand, in italics] given proper recognition years ago 
cure, in storage, and at dis- to the real nature of inventory profits and 
enters, a sufficient quantity of the distinction between such profits and 
roduce, and other items to take cash profits, all of us would be better off 
the requirements of our customers. today. 
ducts are sold seasonally, they What we need and are seeking most of all 
replaced seasonally. We cannot is cash profits, profits that can be paid out 
ds and then take our profits in in dividends or reinvested in the business 


| discontinue buying livestock. We as occasion requires. 
ut a part of all cash profits ob- 
ugh rising inventory prices back The Swift & Company reserve for 
inventories, which may or may _ inventory price decline stood as of the 
tanhle 1 re > 
pene value. iii eaad close of 1935 at some $16,000,000, 
*xperienc ack Dusi- ; . 
raion: . ye me rs against a total inventory of something 
ve shown conclusively that profits > hes 
ni ecg Se F short of $100,000,000.’ This reserve as 
sing inventory prices should be . ; 
: he : of the close of 1935 was a little less than 
as capital gains and not as real er 
half the profits which would have been 
elieve our action in establishing a  Teported under the conventional meth- 
igainst future declines in inventory ods. One further fact is interesting to 
5 note: that Swift & Company reports 
the price adjustment in the income 
“net 


f the business. 


constructive. 
.. EOaes 

wii account as a deduction from 

ir directors have thought it wise income” before showing “surplus for 

| $6,500,000 to our inventory reserve. the year.” This may or may not be 

particularly to stress the point consistent with the quotations which 

— due 2 have been offered from the Year Book 

uppear quickly when prices fall. f 

e has shown that they can go as : 

lly as they come. During the 

stand on our books, they pro- 


the company. At all events, the 
International Harvester Company 
makes its adjustments before reporting 
iditional cash for the payment of “profit for the year,” along with debits 
, for the maintenance of property, for depreciation, maintenance, and 
lant extensions. ... While it is | provision for bad debts. This company 
nventories are constantly being deducts $3,500,000 for 1934, leaving a 
ish is realized, the cash so ob- profit of $3,948,636.61. The reader has 
st be reinvested in new inven- already been given these figures in an 
the higher level of prices if our earlier connection. 
be taken care of. The petroleum industry is apparently 
jnaped cabeeapriing an general very mucl pleased with the 
fact, we must have them in a ait ‘ 
f rising prices if our working capital 
reserved. But inventory profits 
capital gains, part of which should 


new” principle of valuation recom- 
mended by the Institute. And this 
favorable feeling is not so much a 
matter of the rather frequent existence 


the business as insurance against 
of large production and storage sur- 


ilting from falling prices. Had the 
ind business community [writer’s pluses that may remain on hand for 


y Year Book, 
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several years, as it is that the companies 
using the principle welcome a plan of 
‘“‘charging current costs against cur- 
rent income” on general managerial 
grounds. It is understood that some of 
the public accountants advising with 
the Institute preferred, as they said, on 
financial grounds, to use an average 
cost method for determining cost of 
goods sold and inventory figures. This 
last consideration resulted from the 
belief that neither first-in, first-out nor 
last-in, first-out actually harmonized 
with the facts with respect to specific 
commingled lots of stock.® 


Tax Considerations 

Despite favorable consideration of 
the base-stock principle on the part of 
certain business concerns, apparently 
the courts have had, in their handling 
of tax cases involving the use of basic 
stocks, no little difficulty in differ- 
entiating between matters of business 
and matters of tax law and administra- 
tion. Even if one should assume, in 
some instances, that they have had a 
clear conception of the business issues 
at stake, it would be interesting to dis- 
cuss the holding in one well-known case 
that a given “standby” or emergency 
stock of a construction company was 
‘in substance”’ like a piece of machin- 
ery, despite some interchange, borrow- 


se 


acement of individual 





ing, and rep 
units of the standby pile of construc- 
tion materials and parts. At the same 
time it was conceded that the reporting 
company was a special case, and not to 
be thought of, for accounting purposes, 





as analogous to a merchant or manp- 
facturer, “‘whose inventories are neces. 
sary to arrive at income,’ and whose 
stock cannot be set apart as a “ minj- 
mum”’ inventory. The Supreme Court. 
in this instance, overruled the above 
reasoning on the ground that the tax 
law—as intended by Congress—con- 
templated an annual accounting period. 
The court went on to say a few more 
things, largely in the nature of restating 
the proposition to be proved, but of 
course the concept of the “annual ac- 
counting period,” as the alleged ruling 
thought of Congress in framing the 
statute, and viewed in the perspective 
of the current practice of bookkeeping 
at the time, should have been sufficient 

In general our own government has 
disallowed the base-stock practice by 
holding that it is not followed with 
sufficient generality to be termed 
““good”’ practice, that it is not 
harmony with the true process of in- 
come accrual, that to allow its use 
would be unfair to taxpayers employ- 
ing other methods, and that, for a 
practical purposes, it means the “off- 
setting of an inventory gain of one year 
against the loss of another.’ This last 
has been given particular emphasis by 
H. 'T. Warshow, Comptroller of 
National Lead Company, in a classi 
discussion of the base-stock principle, 
in which he said that it constituted 
“obviously a recommendation for the 
general adoption of this system rathe! 
than a reason against it.””!! 

The opinion on the base-stock prin- 
ciple given by the committee of con- 


Valuation,” The New York Certified Public A 

April, 1935, p. 51. 

» Kansas City Structural Steel Co. v. Con 

53, 1929 

10 Lucas v. Kansas City Structurat Steel Co., 50 5. 
263, 1930. 

11“*Inventory Valuation and the Business ( 
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accountants to the Inland 
nue Department in 1917 is well 
vn. The gist of this opinion was 
there was ‘‘only one sound general 
iple of valuing stocks for the pur- 
of these Acts,” which was that 
tocks of every sort or kind should 
lued at the end of each accounting 
on the basis of cost price or 
et value, whichever is the lower.” 
that ‘This principle rests upon the 
which is perfectly sound) that 

s can only be realized by the sale 


by mere increase of value unac- 
panied by a sale. To follow this out 
sistently, stocks therefore should be 
ed at their cost price until they are 
| and the profit is ascertained.” But 
“Where, however, the market 
is lower than the cost, a precau- 
reserve is permissible for the 
nce between the cost and the 
et value.”!* The committee gave 

ic consideration to: 
certain base-metal manufacturing 
lin which a custom existed] for 
g period in the past to adopt what is 
is a “base-value”’ for part of these 
rials, on the theory that it is necessary 
undertakings using them to keep 
serve stock to protect themselves 
t results of strikes and adverse fluc- 
ns in market value, etc., and for this 
se they have adopted a value which 
ents what may be called a minimum 
ver a series of years for a minimum 
in theory, keeping this mini- 
juantity untouched and unused, al- 
h in practice no actual reserve stock 
kept which could be identified at 

ne: 13 

vy Haig, “The Taxation of Excess 


ritain,”’ American Economic Review, 


29°79 


The committee refused unqualifiedly to 
accept the principle during the period 
of excess profits taxation on the ground 
that it would mean discrimination in 
the imposition of the tax in question. 
They did, however, hold that: 


It seems only reasonable that, if the 
Government have taken from the owners a 
large share of their profits when they were 
purchasing on a rising market, the owners 
should not be left the whole of the loss when 
the natural reaction [writer’s italics] comes 
and they are selling on a falling market." 


The attitude of the British tax bodies 
and their consultants has undoubtedly 
had a real effect on that of our own, 
although it is hard to find in Amercian 
opinions any sympathetic reference to 
offsetting losses. 

The opinions of experienced and 
competent accountants emphasize that 
justification of the use of the base- 
stock methods lies in the circumstances 
which affect the individual business 
unit." R. H. Montgomery points out 
that its continual use justifies regarding 
it as being good business practice. 
Louis G. Peloubet compares the base- 
stock inventory to a river, which re- 
mains in uniform volume although the 
particles of water are constantly chang- 
ing, and points out that the severe criti- 
cisms of the theory may be completely 
negatived in the actual practices of 
specific businesses. H. ‘T. Warshow 
writes that the base-stock principle 
produces results in instances 
strikingly different from those attained 
by more usual accounting methods, and 
regards it as desirable in any business 
which must hold itself responsive to 


some 


>. Si. 
16 Robert H. Montg 
tice. Fourth edition. New York: The Ronald Press 
Company, 1927, p. 181; Louis G. Peloubet, “‘ Base- 
Stock Inventories,” The Journal of Accountancy, 


July, 1930, p. 38; H. T. Warshow, op. cit., p. 34. 


mery, Auditing: Theory and Prac- 
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serious fluctuations in the market prices 
of its basic elements, but cannot readily 
protect itself against inventory losses. 


Commentary 


Whatever else one might think of the 
accounting of the companies which 
have adopted some form of the base- 
stock method of inventory valuation in 
reflecting net return for the year, it 
would be easy to agree that they have 
taken their reporting seriously and in 
good faith. Apparently they have at- 
tempted to search out a sound principle 
of net income reporting by applying 
the test of what may be misleading to 
the various parties at interest in the 
reporting enterprise. They have seemed 
to test their accounting with the ques- 
tion, is it a good report in the respect 
that it communicates what can be used 
with a minimum of misdirection? 

For example, in commenting upon 
the use of the base-stock principle by 
his company, H. 'T. Warshow says: 

The leveling of inventory gains and 
losses, with the comparative stability of 
yearly profits which this method brings 
about, tends to develop a feeling of confi- 
dence among both the stockholders and 
the creditors. It also exerts a subconscious 
effect upon business policy which is very 
desirable. Prices of manufactured articles 
are kept in more proper relation to prices 
of raw material. The management is not 
elated by apparent profits or depressed by 
apparent losses. Such elation and depres- 
sion are responsible for most business follies. 
The normal stock inventory automatically 


Op. ctt., p. 34. 

§ International Harvester Company, Annual Report, 
1934, p. I 

19'The following statements appear in the reports of 
the National Lead Company: “The policy of this 
company remains precisely as it has been since its 
nauguration, and is very simple. First, the unqualified 
protec f the property in all its departments and 
in its business, and Second, to make fair and reason- 
able profits, and distribute same among its share- 


, ' , ' , ” 
1olders whenever deemed wise and prudent to do so. 





creates a reserve that strengthens the basis 
for credit, gives stability, and makes ey. 
pansion safe. aw 


Here we have a_going-behind-the. 
scenes by a reporting executive fo; 
the purpose of correcting the bookkeep- 
ing perspective by examining the point 
of view not only of the income bene- 
ficiaries as such, but also of the 
managers as operating stewards—both 
as to operating or merchandising sta- 
tistics and as to the use of profit- 
resources—and of the creditors of the 
company whose accounts are in 
question. 

Again, as already quoted, the Har- 
vester executives have said that “rec- 
ognition of this fact” that “sound 
accounting requires the building up of 
an adequate inventory reserve during 
periods of rising costs” “has been 
largely responsible for the Company’ 
ability to weather the several economi 
crises in its history, . . . ’!* Thus, as 
the writer interprets it, this normal- 
stock method of reflecting net incom 
has been largely responsible, in the case 
of this great company, for its con- 
tinuing in existence as an income 
entity, an employer of labor, and 
laboratory of technological develop- 
ment for agriculture, not to mention a 
source of revenue for the government. 

With respect to Swift & Company’ 
use of the base-stock principle, one’s 
interest particularly centers in the 
statement of the 1934 and 1935 Year 


(1895, p. 4.) “ . . . Inventories have been taker 
basis so conservative that adequate provision is mad 
for fluctuations in the value of raw material.” (194 
p. 11.) “ ... The large number of womer 
estates appearing as stockholders and the smali 

ber of names dropped from the stockholders’ 
during the year when the market price of the 
fluctuated greatly indicates that our stockholders 
the main seek safe, permanent investments rather t 
speculative profits. Their desires will continue ¢ 


dominate the policy of the Company.” (1918, § 
! } pan) 
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to the effect that years of possibility of measuring, as of any one 
rience in their business had shown year, the precise contribution of that 
isively that profits due to rising year to the sum of true net income. It 

ry values are not ‘‘real earn- does hold, however, that every effort 

’ of the business, and should not be should be made to cause the report for 

d upon as “cash profits, profits the year to reflect that contribution as 

t can be paid out in dividends or _ nearly as possible. But as mere “‘coun- 
‘nvested in the business.” Here sel of conservatism” with respect to 
nis the suggestion that the measure available net income in the managerial 
rue net income is not to be foundin determination of a sound dividend 
interpretation of that objective policy, one may infer that the base- 
leads to an essential misappro- stock principle is not enough; it must 

in of the assets of a business with _ be given explicit expression in the ac- 
lting hurt to all equities concerned. counts of the reporting business, not 

- conclusion as to the measure of | only that management may share with 
‘ome with respect to the typical _ the public the alleged closer approxima- 
nventional period of distribution tion to the earning power of the con- 
to be common to the arguments’ cern, but that management itself may 
these users of the base-stock have the psychological benefit of that 
d of valuation, or of any of its | same avowal. In this way, the margin of 
tions. This conclusion is that — error with respect to the problems both 
ter practical emphasis should be of management and of investment are 
n to the need for restricting income __ reduced to the narrowest possible mini- 
thdrawals to amounts which may mum. The year is evidently conceived 
propriated without impairing the as an artificially short accounting 





tal contributions of investment period, only in matter of degree less 

ities as viewed from the perspective objectionable than the quarter, the 

ntinuing operations. To state this month, or to mention an extreme, the 

er way, the conclusion seems tobe __ period embraced by the individual sale. 

net income to be reported as the And the year happens to be the period 

for possible distribution should be of the report chiefly because the recur- 

ted to that share of bookkeeping rent necessities of life call for some 

which is appropriable and con- _ distribution and accounting of steward- 

ble in the sense that some reason- ship at a maximum of twelve-month 

justification holds good—so far as _ intervals. As was said in the brief on 

ss enterprising permits—for feel- | the base-stock method filed by certain 

g that the basic income-producing agricultural implement companies with 

tate will remain intact. Expressedless the Treasury Department, to which 
mically, perhaps, the thought can reference has already been made: 

it this way: that the concept of What then is true income? True income 

long-run net cash proceeds of over the life of a business is absolute—the 

ms should serve as a practical difference between receipts and expense 

in, year-out guide to the reporting but the allocation of a portion of the total 

t income. income for a short period is not absolute, 

he writer understands this argu- 

rrectly, it does not suggest the Thus, if this is read correctly, periodic 


involving questions of judgment. 


versary Year Book, p. 5. net income is looked upon as no cut- 
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and-dried matter, its quantity the 
automatic production of an accounting 
procedure, however skillfully drawn. 
And if one is even to approximate its 
measure, one must allow for events 
which, although not as yet the typical 
ascertained data of bookkeeping, may 
be reasonably discounted on the basis 
of experience in the operation of a 
going concern. 

It probably means no undue stretch- 
ing of the present interpretation of 
the opinions of the companies favoring 
the base-stock principle to infer that the 
principle is no more than a logical ex- 
tension of the so-called accrual method 
of accounting as already practiced. 
Under this method, as the writer 
understands it, an attempt ts made to 
accumulate the ‘“‘actual earning” of 
gross revenues and the actual costs 
and deductions to be made from these 
revenues quite without regard to the 
particular period in which either the 
revenues or the deductions are realized 
in terms of actual cash. It is the ac- 
counting application of the principle 
of continuing operations. As a practical 
matter, the accrual method supposedly 
gives bookkeeping results which are 
harmonious with the income responsi- 
bility of the year or period accounted 
for, thus ignoring purely legal techni- 
calities and the passing of actual funds, 
the incidence of which, under present- 
day conditions of operation, character- 
istically would suggest periodic figures 
having no reference to actual facts. 

Of course what has here been called 
the process of accumulation may be 
taken to begin at rather arbitrary 
points in the income-making operation, 
but generally speaking, these arbitrary 
points have something to do with the 
realities of life which cannot be blinked. 
Thus revenues do not come into 
‘realized,’ that is, 


‘ 


existence until 


until, as a matter of actual exchange. 
they are evidenced by the receipt of 
actual cash or its discounted equiva- 
lent; and cost or other deductions are 
not accorded formal expression in the 
accounts until, as a matter of the 
actual event, they have become measur. 
able with reasonable finality. This, it js 
believed, is a fair statement of the com- 
mon understanding as to the working 
of the so-called accrual method. 0f 
course, as already suggested, certain 
deductions or bases for deductions 
from revenues are permitted as 
matter of practical affairs even in the 
absence of precise measurability or 
even of what has been termed the 
“actual event,” where a going-concern 
presumption exists that it will happen 
over the years. 

In the writer’s opinion it is in this 
last connection that the proponents « 
the basic inventory principle think 
of it as a mere extension of the accrual 
procedure. The supposition is that 
sound accounting for net income calls 
for the recognition of revenues as soon 
as measurable and for costs and deduc- 
tions as soon as a reasonable clue exists, 
with respect to the performance of a 
given period, that they have been in- 
curred, in the sense that the particular 
period should make some contribu- 
tion toward defraying them. The mat- 
ter of measurement—precise booking 
may have to be left to good business 
judgment and reported in language 
which suggests its provisional charac- 
ter. In any case, the central principle 
is that all reasonable doubts have been 
resolved in favor of the continued 
operating integrity of the reporting 
business. 

The depreciation, obsolescence, and 
self-insurance reserves, and the book- 
keeping accumulation of estimated 
out-of-pocket costs incident to the use 








men 
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ingle property over several years, 
tion of which is clearly 
ible to the current period, are 
point. No student of net income 
ing would advocate the omission 
ms such as these in the accounting 
results of a given period of 
tions. Of course it is understood 
at the deduction privilege does not 
nd to arbitrary “stabilizing” of 
1come account, to pure “juggling”’ 
certainly not to intention- 
misrepresentational entries, nor to 
precautionary charges which 
no more to favor them than an 


oprehensive desire to play safe. Under- 


tement may of course work as much 
as overstatement; perhaps more 
overstatement in some cases in 
minority interests are concerned. 
Vith respect to the manner of 
ting the various possible deduc- 
bases suggested, it would doubtless 
nceded that, depending upon the 
sis of specific items in question, 
which are clearly affairs of judg- 
might very well be segregated 
stically from those which are not. 
ily speaking, however, an adjust- 
ike that implied in the base-stock 
d should be allowed to come 

surplus earnings per share for 
period, in the same way as other 
tions commonly allowed in the 
| basis. Whether such an adjust- 
should be treated as an integral 
f the income account, or strictly 
adjustment, is probably not a 
question, but it should be con- 
1 in the light of how the public 
and of 


the annual reports, 


’ is here meant the effect of the time- 


: , er ._ 
tween the date of acquisition of base stocks 


f their disposal. This effect is seen in the 


ng upon the inventory from one angle 
f merchandising equipment and from 
ds to be sold. The necessity for invest- 


pment holds up or places a drag upon 


the specific interpretation given to 
the place of inventory valuation in the 
measurement of periodic income by the 
reporting enterprise. 

As for the particular methods used in 
allowing for the investment 7a 
in the inventory, and the effect of this 
drag upon gross margin, the so-called 
“constant”? amount of equipment or 
machinery analogy is perhaps the most 
interesting. Here, as the writer sees it, 
there is no intention of arguing that the 
inventory is absolutely fixed in quan- 
tity. The inventory may of course 
change with the growth or other basic 
shifts in the reporting business. Nor 
is it meant that such fixed inventory 
should never go beyond essential oper- 
ating commitments to include produc- 
tion or speculative surpluses, nor yet 
be comprised of exactly homogeneous 
items. Without doubt the principle is 
simply that homogeneity exists only 
in the sense that there continues to be 
a broadly similar merchandising hazard 
from period to period, and that con- 
stancy obtains in that the enterprise 
cannot abandon its basic inventory 
position without going out of business. 
There is probably no better way of 
viewing the basic inventory equipment 
of any business than as the kinds and 
quantities on which it must 
and stay long, having no speculative 
choice in the matter. And from this it is 
easy to argue, and has been argued by 
companies defending the use of the 
base-stock principle, that the point of 
measuring periodic net income or the 
annual contribution to distributable 
profits should not be dictated by the 


‘ 


‘drag 


. 


‘ 99 
gO long 


the disposal of the goods. In a rising market this 
means a more than normal gross margin under the 
first-in, first-out rule, and on a falling market a less 
than normal margin, other things being equal. In the 
long-period process industries, this so-called drag is 
characteristically very large in relation to the total 
income as customarily reported. 
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respect to underlying realities. One does 


first-in, first-out formula. This is an 
argument of equal importance, although 
from an entirely different perspective, 
to that which emphasizes the doctrine 
of continuing operations and the rules 


Why should a 


business is 


of accrual bookkeeping. 
commitment which the 
required to make in the same sense that 
it purchases shelter, without regard to 
pricing conditions as such, be permitted 
to affect the gross margin from trading?! 
Should not the trading act be timed 
with reference to the costs of goods 
which are required coincidentally with 
sales, and which indeed oftentimes 
constitute the exact merchandise which 
is delivered to the purch aser? It seems 
one might well contend that an affirma- 
tive answer would be supported by the 
However, the idea of specific 
scarcely to warrant 
discussion, the point being 
inventory was initially ac- 
quired not primarily for sale but to 
ossible sales and deliveries. It has 
been happily suggested that, viewed in 
financial mere _ replace- 
ments and substitutions are of “‘the 
substance” of the 


facts. 
identity 

particular 
that the 


seems 


make p 
perspective, 


form and not the 
thing. 

The last-in, first-out method can be 
viewed from one angle as an application 
of the alleged principle ue ia net 
income is essentially measured over the 
cash receipts and disburse- 
peculiarly 


years by 
ments, that this method 
and directly the one by which the re- 
porting concern “pays as it goes,” and 
that managerial effectiveness—as in- 
deed prices for the product sold—are 
in the long run determined with respect 
to costs of replacement which are 
concurrent with the selling act. 

The reserve variant of applying the 
base-stock principle may be spoken of 
as a compromise, a concession to form 
and technical difficulties but not with 


not find, as might be expected, com- 
plete consistency in its application by 
companies making use of it, in one case 
already noted, having its corrective 
effect before “net income” and jy 
another after that figure (but before 
“surplus for the year’’). The reserve 
variant may do some violence to inter- 
nal statistics as to merchandising 
margins, but in other essential objec- 
tives—and possibly the chief ones- 
accomplishes the same thing, namely. 
adjustment in reported net income for 
the effect of the time drag implicit in 
the acquisition of an inventory equip- 
ment more or less in advance of a true 
merchandising date. And a time drag, 
it should be observed, which proceeds 
over the years with self-balancing can- 
cellations. By reporting the adjustment 
as a reserve, the companies using this 
variant certainly do not, in the writer’s 
opinion, mean to convey the idea that 
it fails to constitute an integral partof Fe jpd 
the income account so far as arriving at wine 
net return is concerned. The under- at 
standing is that they wish to be entirel; de. 
explicit with their stockholders and vais 
others who have an interest in the vol, 
progress of their respective establish- 
ments. In some cases, as with Swift & 
Company, the thought may be to show 
net as it would have been determined o1 
the conventional basis, and on the 
basis of which (broadly speaking) the 
tax return was prepared, and then 1 
show the correction as supposedly indi- 
cated by the executive appraisal of the font 
underlying facts of the situation. It exai 
may be further true, however, that 

these situations the reserve 
as opposed to other forms of applying arbi 
the base-stock principle, inl :* basi 
been selected on strictly practical | 





grounds of what is best suited 
facts of a particular case. 
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hief opposition to the use of the 
principle in accounting for 
income has quite naturally 
from the tax authorities (which 
le the courts in this country). No 
pt will be made here to discuss the 
tuestion, but it should be conceded 
there seems to be genuine merit 
ontention that the government 
rightly should insist upon a tax 
measured by actually ascertained 
actions, and by “‘ascertained”’ is 
ed the meaning in the usual 
-eeping sense of finality. It should 
iderstood, however, that such a 
; not net income according to the 
understanding of competent 
<perienced business men. The 

n would be permissible solely 

the grounds of budgetary and 
istrative workability and econ- 
despite clear inequities which 
follow with respect to the long- 
perating problems both within an 

y and in different industries 
heir varying needs for reserves. 
tax law can be entirely equita- 

Of course, it might be argued that a 
leveling-out of earnings with 

e to basic cyclical movements 

be a good thing for the govern- 

it such rationality would have 
matched by similar qualifications 
the determination of the public 
\nd, further, one might con- 

the taxpayer that the govern- 
could easily and consistently 

v for the objectionable (to it) 


tures of the base-stock method, for 


le, and at the same time assess 
rmer in closer harmony with his 
net return by permitting some 
ry test as to the measure of the 


ible rule as to a last-in, first-out 
lure in determining taxable gross 
me. It is understood that consider- 





ation is being given to this very 
possibility in connection with the 
formulation of the new regulations. 
Whatever remains in the way of 
definite opposition to the use in the 
income account of the _ base-stock 
principle may be summed up roughly 
in the contention that the bookkeeping 
figures for the particular period should 
be reported without substantial editing 
on the part of company officials. 
Implied here is the thought that 
special merit inheres in the ups and 
downs of the income account as con- 
ventionally constructed. Clearly if what 
is meant is that any method of ac- 
counting should be avoided which 
opens the way to misleading minority 
interests, or results in a purely arbitrary 
leveling out or stabilization of earnings, 
it is certain that no one would feel like 
objecting. But there is a real question 
whether the base-stock method, if 
improperly used, could get by a com- 
petent auditor any more easily than 
the familiar cost-or-market method. 
Of course arbitrary restatements of the 
income account, like the treatment of 
depreciation expense as a function of 
revenue, are clearly taboo. Or, if it is 
contended that the ups and downs of 
our conventional bookkeeping figures 
have a particular statistical value, one 
may reasonably ask, in what respect? 
If in the sense of a check-up on manage- 
ment, one might question how this 
could be true with important variables 
operating which materially shift the 
common denominator of comparison 
between one statement of results and 
another. Then, too, the contention that 
the customary report serves as a better 
guide to distributable earnings scarcely 
calls for an answer. And to regard it as 
a clearer clue to earning power of the 
reporting concern and to the hazards 
inherent in its field of enterprising, is to 
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forget that the ups and downs of peri- 
odic reports are always in great part 
relative to the principles of accounting 
which have been used in their prepara- 
tion. The depreciation, obsolescence, or 
self-insurance provision is, of course, a 
leveling device. Many of our entries in 
the usual accounting for income have a 
stabilizing effect as compared with 
entries which would have been made— 
or would not have been made—when 
accounting was less responsive to busi- 
ness practice as we now know it. 

The whole issue is manifestly one of 
whether or not the “‘accrual” or accu- 
mulation of the base-stock reserve, or 
its equivalent, enters into the computa- 
tion of periodic net return in a way 
equally mandatory in principle to pro- 
visions for obsolescence and self-insur- 
ance. That price changes will tend to be 
offsetting is, within broad working 
limits, as certain as what goes up must 
come down, and the adjustment for 
them applicable to a given year can 
very creditably be measured in terms 
of the advance in cost of the closing 
inventory over what it, as basic equip- 
ment, would have cost as the inventory 
for the beginning of the period. Even a 
considerable degree of error could be 
allowed to enter into the calculation 
and still the results would probably 
compare very favorably with those of 
depreciation and certainly obsolescence 
accounting. As for bookkeeping ups 
and downs constituting a better clue 
to earning power, it is believed that no 
one would refuse to accept the basic 
proposition that such power is never 
known save in terms of long-run 
profits. The only hope of being able to 
give the new report its full meaning in 
this respect is to cause it to reflect as 
nearly as possible what it has con- 
tributed to the long-run results, leav- 
ing the remainder, which no one can 


underwrite, the inevitable and yp. 
avoidable residuum of enterprising. 


Concluding Considerations 


There probably is much indeed to }y 
said for those who favor the base-stoc; 
principle in their refusal to accept the 
algebraic sum of positive and negative 
trading events of a conventional a. 
counting period as any more “right” 
in principle than the algebraic sum 
plus and minus income events over the 
life of the business or over a significan: 
series of periods. What the busines; 
man is really selling in a net income 
sense is not units of product, but his 
investment, which he hopes to tum 
over at a profit, and the turnover 
period for this transaction cannot 
help being coterminous with the lif 
of his business. The central principle 
in all income accounting might very 
well be found to consist in the need 
for the preservation of the source 
supply—more basically the need for 
preserving life—with every hazard 
underwritten to the extent which 
competence and foresight permit. 

This conception of the continuing 
entity with reference to the wise 
accounting for and administration o! 
the net return of the business establish- 
ment has been illuminatingly suggested 
by a number of our leading thinkers. 
In Wabash Railway Company v. Bar- 
clay, 280 U.S. 197, for instance, in 
which the chief question had to do wit! 
the rights of non-cumulative preferred 
shareholders in undistributed profits, 
Mr. Justice Holmes said: 





We believe that it has been the commo! 
understanding of lawyers and business me! 


that in the case of non-cumulative stock 


entitled only to a dividend if declared out 
annual profits, if those profits are justifiabl} 


applied by the directors to capital improve- 


ments and no dividend is declared withi! 
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the claim for that year is gone. 
a man buys stock instead of 
takes a greater risk in the busi- 
ne suggests that he has a right to 

; if there are no net earnings. But 
tment presupposes that the busi- 
go on, and therefore even if there 
irnings, the holder of the stock, 
-d as well as common, is entitled to 
. dividend declared only out of such 
‘them as can be applied to dividends 
ntly with a wise administration of 
If the right is ex- 
further it is enlarged beyond 
common and reasonable under- 


yncern. 


f men. 


ant also in this opinion is the 
pt of the “common and reason- 
nderstanding of men”’ as to the 
interpretation of what business 
logy or business practice may 


fallacy of too great an emphasis 
riodic bookkeeping ritual, how- 
the importance of an accounting 
ive with reference to net in- 
which embraces a_ reasonably 
isive interval of time, does not 
quire emphasis.?” One may 
ng statements may be cited. Robert 
n “The Taxation of Excess Profits in 
’ American Economic Review, Supple- 
ber, 1920, p. 175, wrote as follows: 
1 weakness [in the U.S. tax system] is our 
narrow conception of the accounting 
In effect, we decline to regard business 
ng operation. We separate the history 
into arbitrary periods and carefully 
period from every other period. This 
accord with the economic 


10tation is from an article by George O. 
led “Taxable Income and Accounting Bases 
[t,”’ Journal of Accountancy, October, 
lize that income cannot 
iracy be allocated to a 
n the case of taxpayers carrying 
ny lex business. No year is 
year’s operations are b 
) the operations of earlier z 
tly, any attribution of inc 


cases must at best be no 


have a feeling of confidence in an 
accounting philosophy which bars ac- 
cepting the transaction unit as gen- 
erally definitive in the income sense, 
or refuses to accept any arbitrary 
point in the calendar as a logically 
conclusive day of reckoning and divi- 
sion, but rather looks upon particular 
sales or particular periods as merely 
incidental to the essential income 
process of business enterprising. Clearly 
the financial attitude is just good sense 
which corrects for the myopia that is 
inevitably attendant upon speculative 
ups and downs. What short-sighted 
accounting for net income may do to 
aggravate the severity and _ hence 
destructiveness of the swings of elation 
and depression of the business cycle has 
been very ably discussed elsewhere.?* 
It is doubtless clear from what has 
been said that the base-stock principle, 
whatever the method of 
application, may very well be viewed 


particular 


as something decidedly more than a 
matter of special accounting for certain 
special situations; that, if at all valid, 
the principle must have a place as one 


a very rough approximation based on accepted con- 
ventions. Many, however, who have not had much 
experience in such matters look on the income of a 
year as a very definite, significant and even a precise 
IE 0 
23 George E. Putnam, ‘‘The Role of Paper Profits in 
Industry,” IV HARVARD BUSINESS REVIEW 2, January, 
1926, pp. 129-137; H. T. 
Mr. Putnam says that: 
“The many uncertainties in the situation suggest 


Warshow, op. cit. 


that every well-managed business should have a paper 
profit reserve for a part, at least, of its inventory 
accretions during the past ten years while for future 
accretions it should build up dollar-for-dollar reserves. 

If competitors insist on weakening themselves 
permanently, the time comes when they should be 
given a free hand to do so without dragging others 
down with them. When they have spent their paper 
profits and are face to face with the necessity for pay- 
ing off the mortgage, the business that has followed 
the conservative course of holding its paper profit in 
reserve can set a pace that improvident competitors 
99 


will be unable to follow. 
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of the fundamentals in the periodic equalizing principle under discussion, n 
determination of commercial net in- This does not mean, however, tha; 
come. It may be understood as appli- _long-run interpret tations as to the 
cable only to special situations in the _ nature of net income do not apply eve; as 
sense that in certain cases the degree of in some cases under this head. but the - 
urgency with respect to the need for inventory as such would not call fo; 
correcting the income account may be _ the indicated special consideration 
greater than in others, and that in the periodic accounting. Some sort of . 
certain cases a method of application precautionary reserve, for example 
of the principle may be acceptable or might be required in which the report- ge 
practicable which would be undesirable _ing concern has gone long speculative . 
in others. These are not, however, but such a reserve would be something 
matters of principle. But undoubtedly — of the sort which is already provid 
the approach directly through the for in the use of the cost or market. 
inventory, that is, the normal or mini- first-in, first-out method. This kind of 
mum stock plan as contrasted with the reserve is clearly a function, in prac- 
reserve method or last-in, first-out cost tical application, of the going specu- 
of goods-sold plan, is of limited prac- _ lative movements in replacement costs 
tical validity. On this head, as al- As to the particular manner 
ready noted, there has been some accounting under the base-stock prin- 
well-informed talk of the need for ciple, however, it would also be well t 
‘homogeneity’? of inventory items, point out that good authority holds the : 
‘constancy”’ as to quantity and the more widely used plan to be tl 
like, but it is helpful to think of a accumulating reserve, built up sys- 
““homogeneity”’in a purely merchandis- _ tematically through periodic correcti 
ing or trading sense, and of a “con- for the change in investment in the 
stancy’’ whichimpliestheimpossibility, basic quantity or quantities assume 
for the purpose of continuing to do forthe purpose. And this is true despite 
business, of abandoning an inventory the feeling among students of the sub- 
commitment when price conditions ject that the use of the reserve plan 
appear to be unfavorable. Indeed, to. may give too much information to t! 
the extent that a business can protect reader of the income account to the e 
itself against the hurtful effects of up that, as a corrective for price eames 
and down movements in the price of its it would defeat the purpose for whic 
merchandise, it is not subject to the it was adopted.*4 
24Qn the matter of the specific methods used, H. T. and the normal stock basis are practically tl 
Warshow says that by means of the base-stock plan: The ‘last-in, first-out’ basis has a practical advant 

‘The result [economic leveling of gains and losses over the norma! stock method in being more n¢ 

r periods of price fluctuations] is obtained by automatic in operation, particularly when 
7 natica ( g gains of one stocks are temporarily drawn on and later re} 
year against undue inventor ther year. Under the normal stock method, strictly cart 
Che same effect metimes sought by the method of rather complicated entries for reserves for 
dedu g certain amounts { ( ( ry valua- replacement would need to be made whic! 
tions in the form of inventory reserves. . . . While it quite correct from an accounting point of view, ¥ 
( ( t however have the be difficult to explain to stockholders or g 
4 age of au rm and scientifically worked-out aut! a ” (Op. cit., p. 64.) 
m d which automatically creates the desired If the last-in, first-out basis is carried t 
reserves.” (Op. cit., p. 32 Pht it might be asked why a repiacer 

1, M. E. Peloubet writes as follows: reserve would not be called for in connect 


The effect profits of ‘last-in, first-out,’ “last-in, first-out” drafts upon normal st 
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is unwarrantable to conclude which inventories play an important 
the particular method employed part, the need would seem to be to 
| as the results, or — establish clearly that price movements 
rily conditions results, although can safely be ignored, rather than to 
rand systematic accounting pro- acquiesce uncritically in the continued 
roviding recurrently and auto- —_use of the method of cost or market, 
ly for price changes, is of course = whichever is lower. And the sole fact 
referred to haphazard executive _ that in a given situation there might be 
\nd a workable solution can disagreement as to quantities of stock 
be found to the problem of to be chosen for the normal stock 
| as such, if agreement is reached method—to use this variant to illus- 
he broad logic of a change in trate the point—should not operate to 
nting policy. The big question is, make the method undesirable. Any 
has a substantially accurate reasonable quantity, selected in good 
n been made for the rise in faith, should serve the purpose, making 
y costs which, in the natural possible a great improvement in ac- 

f events, will be cancelled by a _—_— counting results. 
those same costs? The real If the base-stock principle is sound 
e of the principle under con- _— for the companies which have adopted 
n is that it indicates the need it, and which have done so in the face 
ng something about the phe- of governmental opposition and almost 
nof the price dragintheinven- certain misunderstanding on the part 
In practice, this might mean of the public, there must be real force 
, more than that the amount of __ behind it in these particular industries. 
n called for in a given case ‘The likelihood that its adoption will 
- determined and be found so _ be greatly extended would seem to be 
itively as to justify no change _ very strong, with of course a significant 
in the accounting methods _ effect upon reported free earnings for 
1 use. This might be true ina the year. The reader has already been 
where price changes are very given figures of two or three companies 
of short life, or the inventory _ reflecting the differences between final 
ris very high; where the inven- _net income as measured on the base- 
unimportant relatively as an stock principle and what it would 
invested capital; or where have been on the rule of cost or market. 
material element is neglizible The practice cannot help making a 
ly and fairly constant prices are most profound impression on the in- 
vise maintained. On the other vesting public and in indicating to the 
given situation which might _ executives of the reporting enterprises 
for the use of the base-stock themselves that a profit limit exists 


| a! 


le in reflecting net income in which can be ignored only at their 
times might stand in especial peril. Attention has been called before 
the corrective accounting indi- to the psychological benefits to be 
en faced with extraordinary gained by management in thus putting 
nditions. And inany businessin itself on record, even where that same 


ach to the income account were -lected for the correction implied in the base-stock 





gh the constant inventory. These 
ver, will perhaps throw some light on 
ilar accounting to be 
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management deals with the probabili- with comment, in such a way often. 
ties of inventory price change as im- times as to defeat the purpose of the 
plicit data in the administration of accounting action which the company 
earnings. has taken supposedly for the good ¢ 
If, on the other hand, the base-stock all concerned.?° 
plan is sound, not only in certain Particularly cogent in relation to the 
special industrial situations but valid problem is the statement of a compe. 
generally, the following concluding tent and experienced authority™ that 
question may be asked: Does not the an admonition + ha 


burden of proof rest upon a concern 


; : ; as old as Christendom, slightly i. 
which continues to report its net in the Ree 


tered to meet modern business conditions 


traditional manner to show cause for, the United States, should be on the wal such 
not making the accounting change of every accounting firm and on the des! 
implied in the plan, especially under of every financial officer and every invest. ife t 
price conditions of 1936? ment banker. It is: (5¢ 
Of course, even if the base-stock a ce a 
principle does happen to be acceptable BEWARE OF FALSE PROFITS: crisis 
as a general guide to income reporting, ‘This suggests giving expression to tl 
and business changes present practice, _ hope that in the future, and irrespectiy the | 
where it applies, in favor of it—whether _ of the final resting place of the base- fon 
as an integral part of the income ac- _ stock principle in American business ave 
count or as a species of “‘precautionary __ practice, less insistence will be found vear: 
reserve’’—special attention will have in accounting interpretation upon th unkt 
to be given to the interpretation of finality of bookkeeping figures in the were 
reported figures which will come from conventional income report, and more there 
statistical advisory services. The writer liberal recognition will be given to the valu 
has great respect for the accounting soundness of the business man’s judg- tion. 
judgment of the typical executive in ment as to what the raw material o! ing 1 
American industry, and of his auditor, the accounts should mean in the final man 
and what he says to the public is, in analysis of net return—and hence t verti 
the vast majority of cases, conceived the use of devices like the base-stock leali 
in good faith. It is curious to find a method in the determination of what after 
statistical service altering the execu- must remain a matter of estimate and 
tive’s figures without comment, or if — eternal compromise. 
25 To illustrate how a statistical service can render the tional data, no amounts given; and the net of Nat s 
“‘facts’’: a certain report of recent publication gives Lead Company is tabulated without any particular 
the net of Swift & Company for 1934 and 1935 at the reference to its underlying accounting. "| 
figure per share as determined before the inventory 26 George L. Tirrell, Chief Examiner of the Committee : 
adjustment, calling attention to the fact of this ad- on Stock List, New York Stock Exchange, oa 
justment—no amounts given—in a rather remote address on ‘‘ Year End Reports to Stockholders” Na 
secti f the report; in the self-same report, the net of before the Illinois Society of Public Accountant “Tye 


International Harvester Company is shown as after December 3, 1935, p. 20. Cy 


provision for inventory decline, with the same addi- 





GERMAN ADVERTISING AND ITS REGULATION 
DURING THE LAST THREE YEARS 
BY FRITZ REDLICH 


INCE 1929 Germany has suffered 
cutely from a severe economic 
risis, aggravated by the fact that 

| not been able to overcome the 

consequences of war, infla- 

| payments for reparations. In 

ird times, of course, difficulties 

more deeply in every phase of 
an in good times. 

rman advertising as a whole was 
ther strong position before the 

broke out, but without any doubt 

lrawbacks existed. Whereas in 
ited States the circulation figures 
t newspapers and periodicals 
been commonly known for many 

, in Germany they were generally 
wn and even false statements 

made. The advertiser was unable, 

fore, to determine accurately the 
f the advertising space in ques- 
furthermore, the system of grant- 
rebates was not adequate. Finally, 
mplaints were heard about ad- 
ing agents and other middlemen 
in advertising space. Especially 
the crisis broke out, many un- 
us and untrained men who had 
eir jobs entered the field of ad- 
ng to the detriment of fair adver- 
ncerns and advertisers. 
situation gave the occasion for 
ting German advertising when 
Socialism came into power. 
nationalsozialistische autoritare 
hat die Pflicht, jede geistige 
lussung der Offentlichen Meinung 
ler Willensbildung des Volkes zu 
und zu kontrollieren” (Staats- 
Funk). Here you have one of 
important principles of Na- 
Socialism: it is the duty of the 


totalitarian state to regulate and con- 
trol every mental influence on the public 
mind and the volitions of the people. 
As a consequence of this broad program 
the totalitarian state must control 
advertising, for advertising is, of course, 
one of the most important means of 
influencing public sentiment. 

In order to understand clearly the 
regulation of German advertising, we 
must also consider the economic policies 
of the Third Reich. The economic poli- 
cies of National Socialism are not all in 
agreement, but different and even con- 
flicting tendencies set against each 
other. But what is especially important 
is this: economy has no right or value 
of its own; the national economy has 
the single purpose of serving for the 
benefit of the totalitarian state. For 
this purpose, and to avoid economic 
struggles and tensions which diminish 
the power and strength of the state, the 
national economy is to be regulated. 
The Third Reich tends to create a 
planned economy. But what distin- 
guishes the German from the Russian 
planned economy is the fact that own- 
ership of the means of production is 
maintained in Germany, and the indi- 
vidual entrepreneur is allowed to exist. 
However, the idea of ownership is quite 
different from what it was in the nine- 
teenth century. Ownership is looked 
upon more as a service than as a right; 
especially the profit earning power of 
ownership is to a certain degree de- 
stroyed. This attitude tends to limit 
narrowly the entrepreneur’s freedom to 
act, and I doubt whether he will be 
similar in character and ability to the 
entrepreneur of the nineteenth century 
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if development continues to move in 
this direction. 
The Advertising Council 

The foregoing background is basic 
for understanding the regulation of 
German advertising during the last few 
years. According to the law of Septem- 
ber 9, 1933, advertising is put under the 
control of the Reich. The Reich has 
created the Werberat der deutschen 
Wirtschaft—the Marketing Council of 
German economy—in regard to adver- 
tising. The Werberat operates under 
the control of the Reichsministerium fur 
Volksaufklarung und Propaganda (Min- 
ister, Josef Gobbels). It has a president 
(at present Herr Reichard, an official 
of high standing and culture), several 
managers of various departments, and 
a board of administration. Members of 
this board are high officials of the 
various secretariats (foreign, state, fi- 
nance, etc.) and of the state railway 
system. Advertisers and advertising 
men cooperate in Fachausschussen 
(trade committees). 

The chief task of the Werberat is to: 

1. Remove deficiencies in adver- 
tising. 

2. Lay down rules for the various 
lines of advertising. 

3. Aid advertising by controlling it 
according to the regulation and the 
systematic “building up” of German 
economy. 

In order to fulfill its task and control 
German advertising, the Werberat al- 
lows no advertising in Germany with- 
out permission. ‘This permission may 
be given in general or for special cases. 
It is given in general to producers, 
manufacturers, merchants, and the like 
for advertising their own products, 
commodities, or services. But anyone 
who wants to act for other people, as 
advertising agents, owners of adver- 


tising media like newspapers, etc., must 
have special permission. Beside grant. 
ing general and special permissions, the 
Werberat controls and regulates Ger. 
man advertising by laying down genera| 
rules for all advertising and special 
rules for certain kinds of advertising 
such as newspaper advertising and out- 
door advertising. These general and 
special rules are to be found in man; 
Bekanntmachungen (administrative or 
ders) des Werberats der deutschen Win. 
schaft, being de facto decrees with legal 
power. 

The second Bekanntmachung con- 
tains the most important general rules 
for German advertising, founded on the 
national socialistic idea of business ad- 
vertising. It must be “German” 
spirit and expression, and these words 
are to be interpreted as having ; 
antisemitic tendency. Officially they 
are interpreted to mean that adver- 
tising may not be directed against t 
religious, national, and political feeling: 
of the people. Advertising must be in 
good taste; it must correspond to the 
principle of truth in advertising. Puff- 
ing is forbidden, reason-why copy is 
wanted. Unfair competition by means 
of advertising is forbidden. These prin- 
ciples are certainly sound, since the} 
imply opposition to exaggeration and 
dishonesty in advertising. 

The second Bekanntmachung is sup- 
plemented by the seventh, which i 
more casuistic. It may be interesting t 
note that it is forbidden to mention 
men well known in public life without 
their formal consent. For instance, an 
advertisement reading, “‘ Jack Dempse} 
says: ‘Train with me on Rippled 
Wheat’ ” would be allowed in Ger- 
many only with Jack Dempsey’s forma! 
consent. Furthermore, those who give 
letters of recommendation, or who pass 
judgment on a commodity or service, 
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in the advertisement, 
address must be given, and 
rbidden to take any gratui- 
ich letters and testimonials. 
ntly invented or paid testi- 
nd letters of recommendation 
ibited. To complement these 
the Werberat acts as the con- 
agency if trade associations 
y to prohibit the use of certain 
f advertising. It furthers agree- 
tween such associations which 
rmerly antagonistic in their 


ns of Kinds of Advertising 
shall consider the regulation 
kinds of advertising. News- 
idvertising is regulated in the 
rth, and fifth Bekanntmach- 
publishers are forced to 
public of the extent of 
of every newspaper and 
which takes advertisements. 
her must keep a book in 
records the number of printed 
nd their disposal. He must pub- 
extent of circulation in every 
he newspaper or periodical, 
inform the Werberat about 
formal communication four 
ear. The so-called redaktionelle 
is forbidden, i.e., the publica- 
idvertisements in newspapers 
licals in such a manner that 
m to be news items, whereas 
inserted and paid for by a 
man. This practice was more 
nt in France than in Germany. 
blisher is also forbidden to men- 
isiness enterprise or its product 
ession to advertisers, a prac- 
rmerly not unusual in Germany 
spapers and periodicals. ‘This 
te matter is regulated according 
principles by a special de- 

of the Werberat. 


Furthermore the height and breadth 
of the lines are standardized. Advertis- 
ing space is sold only in millimeter lines. 
The publisher has the right to set the 
price for the advertising space, but he 
is not allowed to increase that price 
within a specified period after «he 
enactment of the administrative order 
in question. Furthermore, he has the 
right to give rebates according to cer- 
tain schedules fixed by the Werberat. 
The highest rebate allowed is 20%. The 
publisher may choose one of the pro- 
posed plans, but having set the price 
and chosen the rebate plan, he has to 
publish price lists to which he is bound, 
and he cannot concede better prices or 
higher rebates to anyone. He is not 
allowed to discriminate against anyone. 
Of course, he is able to set new prices 
and to choose another rebate plan un- 
der certain conditions. I draw attention 
to the fact that the publisher is free to 
a certain degree in the determination of 
prices, since the regulation of outdoor 
advertising is not similar in this respect. 
In addition to rebates, conditions are 
also fixed, and thus the publisher is 
unable to effect changes in a round- 
about way. 

[ want to mention here that the 
rebate plans are graduated so that the 
medium-sized advertiser gets the high- 
est rebates. The small publishers are 
allowed to give more favorable rebates 
than the big ones. I shall refer to these 
points later on. The enterprises of 
the publishers and the price lists are 
controlled by a special branch of a trus- 
tee organization (7reuhandgesellschaft). 

A special task is the control and reg- 
ulation of advertising in books, book- 
lets, etc., published irregularly or only 
once. ‘The 3ekanntmachung 
has stated that such books or booklets 


second 


must procure a permit to sell advertis- 
ing space in each case. The Werberat 
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grants such permits according to cer- 
tain principles laid down in the tenth 
Bekanntmachung. In this, permission is 
given generally for certain kinds of such 
literature. The publication of directo- 
ries is regulated by the Werberat in 
cooperation with a committee com- 
posed of representatives of industry 
and of the publishers of directories. 

In a similar way, and according to 
the same principles, outdoor advertis- 
ing has been regulated in the ninth 
Bekanntmachung. According to its own 
statements, the Werberat had to face 
the following situation. Most German 
towns have created monopolies for out- 
door advertising since Berlin began 
this practice in 1855, and the towns 
used these monopolies themselves, or 
through their own companies which 
were created for this purpose, or by 
leasing to business firms. A keen com- 
petitive struggle existed among some 
of the latter, who tried to get the 
monopoly in the greatest number of 
towns. As a result of this struggle the 
towns received very high sums for 
leasing their monopoly; on the other 
hand the price for outdoor advertising 
doubled within a period of five to ten 
years and many advertisers lost interest 
in this form of advertising because it 
became too expensive. A further result 
was that many of the enterprises in 
question lost money, tried to save ex- 
penses, service became worse, and in 
the end even the communities lost 
money. On the other hand, flyposting 
sprang up in smaller communities 
where no monopolies existed. Flypost- 
ing was already forbidden in the second 
Bekanntmachung. 

Outdoor advertising was  conse- 
quently regulated in the ninth Be- 
kanntmachung, as already stated. Only 
advertising on one’s own 
workshop, or 


outdoor 


factory, store is not 


regulated. Outside the communities— 
that is, in the countryside—outdoo; 
advertising is in general forbidden. 
Since it is rather difficult to describe 
this matter according to the Bekannt. 
machung, I prefer to describe the resy}t 
of the regulation. The Werberat |ajd 
down principles for the number of 
Anschlagstellen—that is to say, places 
where posters may be attached—iy 
relation to the size of the population, 
It standardized the size of these places, 
it regulated the price which may be 
paid for standardized sheet and day, 
and what is to be paid for the lease. 

At the beginning of 1935 there existed 
about 1,000 Bogenanschlagunternehmer, 
enterprises managing outdoor advertis- 
ing. They worked in approximately 
4,000 towns. About three-fourths of 
them were active in only one town, s 
that about 250 enterprises managed 
outdoor advertising in about 3,00 
towns. The Werberat states that big 
capital is not necessary for this busi- 
ness. At the same time 4,300 Anschlag- 
stellen existed. Their value when new 
was estimated as 4,300,000 marks, and 
must be amortized in from ten 
twenty years. Of these enterprises, only 
a few are owned by communities or are 
large enterprises. Several of the com- 
munity-owned enterprises manage the 
outdoor advertising only in the town in 
question; others manage it in other 
towns also, so that in such cases one 
town takes the advantage of outdoor 
advertising in other towns. 

The greatest item of expense of these 
enterprises is the amount they have t 
pay for leases. A further 25% must be 
paid for wages. As has already been 
stated, the communities are no longer 
allowed to draw up the lease indepenc- 
ently; the Werberat does this according 
to certain principles. It was forced to 
do so after having set the prices to b 
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by advertisers. The position of the 
»r enterprises is monopolistic. In 
times there existed only one 

e in each town, but its mo- 
was infringed by small enter- 
~which displayed posters in the 
ws of shops that had not been 
nd in small cases constructed 

is purpose on private ground. 
h enterprises are forbidden by 
Bekanntmachung, the mo- 

y of the outdoor advertising enter- 
1 perfect one. In smaller towns 
ness was Often carried on only 
iuxiliary trade. The Werberat 
prevent this, by inducing larger 
ses in a given neighborhood to 
monopoly in the smaller towns. 


ertising Agent 


pecially interesting to note 

w the Werberat has determined the 
f the middlemen in the ad- 

g business, i.e., the position of 
lvertising consultants and the 


y agencies, not only in news- 
it also in outdoor advertising. 
in be no doubt that many diffi- 

rmerly existed in this type of 

The regulations are to be 

the second, third, fourth, and 

Bekanntmachung. According to 

regulations only two types of 

men, besides advertising con- 

exist today, agents of the 

shers (Verlagsvertreter) and adver- 
ng agents (Anzeigenmtttler). 

lers’ agents act as middlemen 

n publishers and advertisers, in 

of and on account of the 

The Werberat has not regu- 

relations between the pub- 

| their agents. They may be 

ommission on sales or a fixed 

But the Werberat is eager to fix 

of activity of these men and 
advertising agents who, 


acting in their own name and on their 
own account, are thus merchants of ad- 
vertising space. Nevertheless the posi- 
tion of the latter is not quite clear; in 
respects—we cannot go into 
they seem to be more 


some 
details here- 
commission merchants than merchants 
on their own account. In several cases 
the middlemen in question are Verlags- 
vertreter (publishers’ agents) for cer- 
tain newspapers and advertising agents 
at the same time, but Verlagsvertreter 
are forbidden to act as agents for com- 
peting newspapers. Thus the middle- 
men cannot act as Verlagsvertreter, 
although they are actually advertising 
agents. 

Everyone who wants to act as an 
advertising agent must obtain the per- 
mission of the Werberat. The pub- 
lishers are allowed to take orders only 
from the advertisers themselves, from 
their own agents (Verlagsvertreter), 
and from advertising agents (Anzeigen- 
mittler) who are admitted by the 
Werberat. On the other hand, the pub- 
lisher is unable to boycott certain or to 
eliminate all middlemen. He is forced 
to accept their orders and pay a com- 
mission of at least 10%, or at best 20%, 
of the net price in question. There are 
certain exceptions, but in any case 
the publisher is not allowed to accept 
an order after having refused to ac- 
cept the same order from a middleman 
or a certain middleman. I reiterate the 
fact that prices of advertising space, 
rebate scales, and conditions are strictly 
fixed either by the publisher or by the 
Werberat, and consequently it is stated 
that the advertising agent is not al- 
lowed to undersell the publisher and, 
vice versa, the publisher is not allowed 
to deal directly with the advertiser at 
better prices than those obtained in- 
directly through the advertising agent. 
It is easy to understand that the ad- 
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vertising agent is much favored by this 
regulation, since he is able to give 
better service than the publisher at the 
same price. 

Finally, the advertising consultant is 
allowed, according to the fourth Be- 
kanntmachung, to charge a fair remun- 
eration for his service; on the other 
hand, he has to invoice service paid by 
him at his own costs so that the main- 
tenance of price lists and rebate scales 
is guaranteed. 

By this regulation the Werberat has 
influenced especially the advertising 
business of certain periodicals, called 
Fachzeitschriften, similar to trade mag- 
azines in the United States. The pub- 
lishers in question did 90% of their 
business themselves or through their 
own agents. Formerly they did not like 
to do business through advertising 
agents, and some of these publishers 
therefore gave only a 2!4% commission 
to advertising agents—a prohibitive 
allowance. On the other hand, the 
advertising of branded merchandise 
and the business with illustrated papers 
and magazines were already in the 
hands of the advertising agents. But 
there was keen competition. ‘lhe adver- 
tising agents tried to make better prices 
to large advertisers than the publishers 
themselves, while the publishers often 
enough tried to eliminate the middle- 
men by granting special rebates to large 
advertisers; finally, the publishers’ 
agents granted some percentage of their 
own commission occasionally to large 
advertisers to get the orders of impor- 
tant firms. This situation has ceased to 
exist. 

In a similar way the position of the 
middlemen in outdoor advertising ( Bog- 
enanschlagmittler) is regulated. They 
must have a permit like the Bogenan- 
schlagunnternehmer we _ dealt with 
earlier, who attach posters and the like. 





They have to keep to prices and cond}. 
tions. The Bogenanschlagunnterneh. 
mer are allowed to take orders only 
from the advertisers or from the mid. 
dlemen who have permits; on the othe; 
hand, they are forced to accept these 
orders. It is not necessary to go int 
detail since the regulation corresponds 
to the regulation in regard to 
Anzeigenmittler (advertising agents 
already mentioned. 


Advertising Taxes 

After this survey of the regulation 
German advertising, we come to a very 
important matter. The Werberat has 
the right to tax advertising. The tax 
in question is called Werbeabgabe. Ac- 
cording to section 3 of the law cn busi- 
ness advertising (des Gesetzes tber die 
Wirtschaftswerbung), dated September 
12, 1933, advertising without permis- 
sion is forbidden. A fee can be collecte: 
for this permission. At first i 
planned to show receipts in the budget 
of the Reich under the item Propagan- 
daministerium, but later on, since th 
Werberat has been created as a cor; 
ration under public law, it was assigned 
its own budget, and neither proceeds 
nor expenditures are to be found in th 
Reich’s budget. I do not know how th 
surplus is used, but apparently a cer- 
tain share is expended for advertising 
abroad. Up to the present the Wer- 
beagabe has been paid only by thos 
who execute advertising for third 
parties, viz. by publishers of newspapers 
and periodicals, entrepreneurs of out 
door advertising, and of advertising in 
railways, street cars, and the like, own 
ers of movies, and all people leasing 
places, surfaces of houses, and so forth, 
which may be used for advertising pu! 
poses; finally, by the entrepreneurs 
fairs and exhibitions. All these peop 
have to pay 2% of the total amount 
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[hus the Werbeabgabe is a com- 
on newspaper and outdoor 
the latter defined in the 

ad sense as the French tax on 

t affiches peintes. The tax has to 
the owner of the advertising 


is also a possibility of the 
-rat’s taxing so-called direct ad- 
iz. advertising by printed 
booklets, or catalogues, ad- 
by mailing samples, or ad- 
by gifts. According to the 
utory order of the law on busi- 
ivertising, the Werberat can tax 
idvertising, levying 14% of the 
unt the advertiser had to pay 
production or purchase of the 
advertising in question. But 
the present the tax has not been 


tax was paid on December I5, 
approximately: 


> new Spapers 
) periodicals 
lirectories and calendars 

poster concerns 

) railways, street cars, etc. 
movies 

400 fairs and exhibitions 
» books, etc. (one edition) 


1¢s of the Werberat 
m this exposition it is possible to 
the policies of the Werberat. Its 
m is to regulate German adver- 
ording to the principles of the 
rlan state, as already pointed 
-and a state of rest in economy 
ideals, rather than struggle and 
development—hence price 
ixed rebate scales, fixed condi- 
otection of the middlemen in 
they are admitted, and the 
But of course conflicts of interest 


disappear as a result of a 


IOI 


regulation, since such conflicts spring 
out of the diversity of interests and the 
development of the national economy. 
German economy, of course, has not 
been a static one in the sense of the 
theory until now. It is characteristic 
not only of German advertising but of 
the German economy as a whole that 
the conflict of interests no longer ap- 
pears on the open stage, although it 
exists behind the scenes. I am sorry 
that I am unable to publish confidential 
material, but evidence that there was 
keen conflict of interests between the 
Verlagsvertreter and the Anzeigen- 
mittler (agents of the publishers and 
advertising agents) is to be found in a 
small periodical, Der Verlagsvertreter, 
of which only nine or ten issues were 
published in 1933-1934. 

The Werberat has the special task of 
protecting the middle classes through 
its policies. I have already pointed out 
that the highest rebates are granted for 
orders of medium size, and that the 
small publisher is allowed to concede 
more favorable rebates than the large 
one; hence also the protection of the 
middlemen to which I have just 
referred. 

As a result of these policies the Wer- 
berat favors the so-called Gemein- 
schaftsreklame. This is not the same as 
cooperative advertising. Cooperative 
advertising is the broader conception. 
The Werberat distinguishes between 
Gemeinschaftsreklame and Sammelre- 
klame. | think this distinction is a good 
one, for practical as well as for scientific 
purposes. If the cooperative advertising 
in question favors a distinct number of 
businessmen it is Sammelreklame, but 
if an uncertain number of interested 
parties is favored, then it is Gemein- 
schaftsreklame. “‘Save the surface and 
you save all”’ is an example of Gemein- 
schaftsreklame, but advertising accord- 
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ing to the Neosho Plan' is Sammel- 
reklame. It seems apparent that the 
Werberat favors Gemeinschaftsre- 
klame, not Sammelreklame. All this is 
certainly in keeping with the economic 
policies of National Socialism. In 1934, 
66 cooperative campaigns took place 
(cooperative in the sense of Gemein- 
schaftsreklame): 

16 in the food industry 

10 in the clothing industry 

5 in the jewelry industry 

18 for other industrial products 
for druggists 
for florists 
for fodder and agricultural implements 
for other purposes 


Ww 


By favoring Gemeinschaftsreklame 
the Werberat acts again in favor of the 
middle classes, since these small- and 
medium-sized business men are unable 
to do efficient advertising of their own. 
At the same time, the Werberat knows 
that cooperative advertising must be 
supplemented by advertising of the 
individual business men; this is com- 
monly recognized in the United States.? 
The Werberat tries, therefore, to edu- 
cate people in this direction. It took 
care that, in addition to cooperative 
campaigns, individual advertising was 
prepared for the smaller business men 
who were favored by the campaign in 


question. 


Result of the Control of German 
Advertising 

Nevertheless, when I read the second 
statement of the Werberat—that is, 
the statement for 1935—in contrast to 
the first statement, it was my personal 
impression that the Werberat itself is 
not satisfied with the development of 


A plan of advertising originating in the United 
States under which the merchants of a community 
cooperate by each advertising for the same day a 
special offer in a line not advertised by any other mer- 





German advertising in the last fey nev 
years. In any case, many details of th. 
regulations of 1934 were to be altered ;: 

early as 1935. And surely this develop. 
ment is not a good one. In 1928-192 be s 
the amount of German advertising wa: Fac 
estimated to be one billion marks tax 
about half of this was so-called direc: rela 
mail advertising (price lists, catalogues, adi 


the amount spent each year for direc sum 
advertising is equal to all other kind; | 
of advertising together. In an addres; 
given to the Deutsche Weltwirtschaftlich: 
Gesellschaft at Berlin, February 1, 193;, 
President Reichard announced that, in 
1934, 220,000,000 marks was spent for ME dete 
all kinds of indirect advertising. Out I 
this sum there was spent for: 


Newspaper advertising 55.0 
Advertising in periodicals 28.0 
Advertising in movies 1.1 . 
Advertising in directories 3 
Outdoor advertising 3.7 
Advertising in railways, street res 
cars, etc. 
Fairs and exhibitions 2.4 
All other advertising, including 
publications issued only once 2.4 pren 
Total 100.0 ha 
I am sorry that I must point out, in | 
disagreement with Herr Reichard, that “ee 
the sum of 220,000,000 marks is e1- ie 
tremely low. We possess valuable ste- me? 
tistics for the year 1907 because it was 
planned in 1908 to assess advertising 11 
newspapers and periodicals. In t! 
year advertising in newspapers an 
periodicals amounted to 412,302,000 
marks. I call attention to the fact that Be" 
this sum of about 412,302,000 marks 
was spent in 1907 for advertising 1 
chant. See Hugh E. Agnew, Codperatioe Advertss: 
Competitors. New York: Harper & Brothers, 192 \, 


119-122. 
2 Agnew, op. cit. 
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apers and periodicals alone, while 


1934 only 220,000,000 marks, or 


~ 


4+*5 


-3.¢9% of that amount, was spent 


kinds of indirect advertising. ‘To 


we must take into account the 


hat indirect advertising is now 


er 


, ¢ 


Germany, so that the usual 
between direct and indirect 
sing may have changed in favor 
t advertising. Nevertheless, the 
xtremely low. It was probably 


higher in 1935. 


vhat might this unfavorable de- 


nt be attributed? Primarily, 
e, to the economic crisis. It will 
think, be necessary to go into 
Furthermore, the tendency of 
ic policies in the Third Reich is 
vorable to advertising. The 


rat itself states that prohibition 


tments in certain industries, 
n of markets and production, 

' raw materials (e¢.g., in the 
industry), and finally certain 
‘tions of trade associations and 
could not but hinder German 


ising. In addition, the displace- 


the initiative of the entre- 
s by the initiative of the Reich, 
an be seen in many lines, has 


milar consequences. 


4 


nderstand this unfavorable de- 
nent clearly we must look deeper. 


nsequence of the policies of the 


rat, German advertising to a cer- 


rree became inflexible. Advertis- 


ways inflexible as compared 


ther methods of selling, but it is 


rorr 


Ni 


essive method of selling in any 
ww it has become even more 


le as a result of the regulation 


ribed above. Furthermore, it 
longer be used in an aggressive 
o that many German business 


ve lost their interest in it. 


ther reason is more important. [ 
lready pointed out that the poli- 


cies of the Werberat tend to favor the 
middle class in industry and trade. 
Now I must recall that nowhere, and at 
no time, was advertising a matter of 
the middle-sized tradesmen and manu- 
facturers. Some time ago I tried to 
make clear that advertising is a method 
of selling the products of mass produc- 
tion, and President Reichard accepted 
this thesis in the address mentioned 
above; that is, advertising is a method 
of selling for big manufacturers and 
big commercial enterprises. But these 
men and enterprises are handicapped 
by the policies of the Werberat which 
favor their smaller competitors who 
would not use advertising to promote 
sales in any case, and prefer to sell their 
products and commodities through 
salesmen and by correspondence. At the 
best, they do not add to German adver- 
tising what is lost by handicapping 
those enterprises that are advertisers 
by necessity, and to whom advertising 
now becomes too expensive. I call at- 
tention again to the principles of the 
price schedules. 

There is an inevitable dilemma. 
Either the Werberat will continue 
policies in favor of middle-sized busi- 
ness men, with the result that German 
advertising will be rather small as 
compared with advertising in those 
countries where things can develop 
freely; or the Werberat will give up its 
policies in favor of the middle-sized 
business men (which it surely will not 
do), and German advertising will grow 
again notwithstanding all other difh- 
culties. But I am sure that it is impos- 
sible to develop advertising on the basis 
of such policies. 

Furthermore, I must mention that 
the shrinkage in German newspaper 
advertising has political reasons also; 
it is a result of the part the newspaper 








plays in the Third Reich. And finally 
he Werberat are 


violated occasionally (e.g., in the field of 


the regulations of the 


outdoor advertising) by certain organ- 
izations and even by certain officials. 
The Werberat gives a striking example 


’ Dr. Redlich gives the following list of references on 


Dr. C. v. Braunmih! und Dr. K. Zweck: Wirt- 


i 

haftswerbung, Kommentar zum Gesetz vom 12. 9. 
34 

R. Reichard: Werbung und Wirtschaft in Weltwirt- 


Bericht uber das zweite 
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of this fact in its second report, and 
glaring illustration of the dramatic 
difference between legislative codes and 
their practical administration whj 
exists throughout the entire nationa] IK 
life of Germany.® 
Geschaftsjahr des Werberats der deutschen Wirt 
1934 and 1936. 

Wirtschaft und Werbung. Schriftenreihe der 7, 
schrift: Die Deutsche Volkswirtschaft-Natio; 
sozialistischer Wirtschaftsdienst, Heft I. Berlin. 


1935. 
Wirtschaftswerbung. Mitteilungsblatt des Werberats 
der deutschen Wirtschaft. 1934-1936. 
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CANADA’S MARKETING ACT 


her southern neighbor Can- 


experimenting 


intervention 


eting. The governments in both 


14 


ries were forced to do something 


-called primary producer be- 
f the extremely low prices of 
ral, fishery, and forest prod- 
he United States the approach 
AAA; in Canada 
the Natural 
Marketing Act.! A study of 
in experience with marketing 
) throws an interesting side- 


izh the 


us 
1 
} 


+ 


the NPMA 


developments south of the 


ns of the Act 


NPMA is designed “‘to improve 
ds and practices of the mar- 
natural products in Canada 

export trade and to make 
provisions in connection there- 
natural products” 
wool, 


6s 


e term 


“animals, meats, eggs, 


lucts, grain, seeds, fruit and 


lucts, vegetables and vegetable 


maple products, honey, to- 
imber, pulp and paper, and 
er natural products of agri- 


ind of the forest, sea, lake, or 


1 such other articles of food or 
lly or partly manufactured 


1 from any such product as 
lesignated by the Governor in 
” In other words the act can 

» cover nearly everything we 


and wear, 


most of our building mate- 


| newsprint. 


as well 


as Our 


ada, 


W. CURRIE 

















The essential feature in the control 
of the marketing of these natural prod- 
ucts is the “scheme.” A scheme is 
merely a plan of control and may be 
inaugurated through a petition to the 
Dominion Government by a represent- 
ative number of persons engaged in the 
production or marketing of a natural 
product. The Minister of Agriculture, 
who is responsible for the administra- 
tion of the act, decides what a repre- 
sentative number of persons is. If he 
wishes, he may conduct a poll of the 
producers, and if necessary he may, of 
his own volition, propose a scheme. In 
any case the scheme must be approved 
by the Cabinet and then, after publica- 
tion of the details in the Canada Gazette, 
it becomes law. 

The detailed management of these 
schemes is in the hands of a Dominion 
Marketing Board of five members sit- 
ting in Ottawa. Although this board 
may not engage in the actual selling of 
a commodity it has, nevertheless, very 
extensive powers. It may regulate the 
time and place at which, and designate 
the agency through which, the natural 
product shall be marketed; it may 
determine the manner of distribution, 
the quality, quantity, or grade of the 
regulated commodity to be sold, and 
as a corollary it may prohibit the sale 
of any grade. In addition the board can 
require all persons engaged in produc- 
ing or marketing the commodity to be 
licensed; it may compensate persons for 
keeping supplies off the market, or it 
may assist by grant or loan in the 
provision of facilities for processing, 
storing, or reconditioning goods or for 
research, and it may levy tolls to cover 
its expenses. Finally, the Dominion 
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Board may delegate its powers to local 
boards which, if they wish, may actu- 
ally sell goods. It is obvious that the 
board is, theoretically at least, given 
extremely wide powers. 

A second part of the act gives the 
minister power to investigate any nat- 
ural product with regard to such things 
as cost of production, wages, marketing 
practices, gross margins, etc. To date 
no action has been taken under this 
part of the act. The work of the board, 
as well as popular attention, has been 
confined to the various schemes. 


Schemes in Operation 

Up to the present no less than 
twenty-two schemes have been made 
law. Of these, ten apply to fruits and 
vegetables, four to dairy products, three 
to fish, two to tobacco, and one each to 
cedar shingles, sheep, and jam. The 
more important of these schemes will 
be discussed in turn. 

Many of the fruit and vegetable 
schemes? are of purely local significance. 
Nevertheless, it is in these commodities 
that compulsory cooperation may prove 
of the greatest value. Experience has 
shown that the consumption of fruit 
and vegetables is considerably increased 
if only the top grades are sent to out- 
side markets. Moreover, a central sell- 
ing agency may distribute supplies 
according to demand, thus preventing 
gluts in one area and deficiencies in 
another such as frequently happen 
when each producer ships independ- 
ently without complete knowledge of 
his competitor’s actions. To be success- 
ful, an agency must control substan- 
tially all the supply, and this control 
the Marketing Act makes possible. 
When producers are concentrated in 
2 British Columbia Tree Fruit; Fruit Export; Eastern 
Canada Potato; Western Ontario Bean; B.C. Coast 
Vegetable; B.C. (Interior) Vegetable; B.C. Hothouse 
Tomato and Cucumber; B.C. Small Fruits and Rhu- 





a relatively small area which js no; 
expansible because of climatic condi. 
tions, when their chief product is th, 
one under control, when they have 
had considerable experience in volyy. 9B 19 
tary cooperation, and when the cop. ha 
trolled commodity is very perishable. 

the schemes have a good chance 

success. This is the situation with the 

various British Columbia schemes, |; 

the above conditions are not present, 

as is the case with potatoes and beans, 


a marketing scheme soon runs int na 
difficulties. Producers withhold or boot- 
leg supplies because they wish to avoid A 


the tolls and the bothersome restric. Sc] 
tions of the controlling authority. In- ' 
deed, the success of the scheme in the 
absence of these conditions carries the 
seeds of its own failure, for as the situa- 
tion in the controlled product is in- 
proved relative to other commodities, 
farmers will increase production either 
with or without permission of t! 
board. The increased supply will in th 
long run create such problems of mar- 
keting that the scheme will break down 
with its own weight. 

In regard to the schemes for the con- 
trol of dairy products,* an interesting 
situation has developed. For a great 
many years before the War, Canada 
exported an enormous amount of cheese 
to Great Britain. In the last twent} 
years, however, the increase in urba! 
population, together with a change | 
the diet of the people, has created 
large domestic market for whole milk. 

It has become more profitable 
farmers to sell whole milk and cream 

at home than to sell cheese abroad 
Not only did our cheese exports declin 
steadily, but, beginning in the spring 
1930, butter began to be importes, 
barb; Processed Berry; Nova Scotia Apple. 

3 Milk Marketing Scheme of the Lower Ma nlat 

B.C.; Ontario Cheese Patrons; Dairy Products qu 
zation; Butter Export Stabilization. 
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from New Zealand. In the elec- 
ampaign of that year a pro- 


ive tariff against this butter was 


ed, and was later imposed. Since 
he export market for our cheese 
ntinued to decline, partly be- 
New Zealand dairymen, being 
it of Canada, entered the British 


arket. In addition, as everyone knows, 


rs began to suffer severely from 
times. Then, just before the elec- 
1935, a bonus of one and one- 
ents a pound was put on cheese 
the provisions of the Marketing 
\ few months later, under another 
huge amounts of butter were 
ased and stored. This was done in 
pe of raising the domestic price 
ter by drawing the so-called 
ff the market and disposing of 
id. Neither of these schemes had 
il chance of success. Milk can be 
so readily from one use to 

r that a marked improvement in 
turns on one dairy product draws 
to that use and away from alterna- 
arkets. Eventually the supply of 
lled product will be so in- 

1 as to destroy the effective- 
the action. Within the last few 
no butter has been purchased 
the act, and the cheese bonus 
een abandoned in the expecta- 
that the increased market un- 
Canadian-United States trade 
nt will compensate Canadian 
for the loss of the bonus. In 
il, the schemes for dairy products 
e impracticability of govern- 
ntervention when a raw com- 
may be easily shifted from one 


nother. 


nt 
(TO 


of the most successful of the 
sis that applied to Ontario Flue- 
[obacco.* This industry had a 
pid development in two coun- 

. 


a ae : ° 
Viarketing Scheme is not operative. 
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ties on the north shore of Lake Erie, 
and then, beginning about 1930, it 
suffered severely from very low prices. 
Planters were convinced that these 
prices were caused, first, by overproduc- 
tion and, second, by a combination in 
restraint of trade. Almost all the to- 
bacco produced is purchased by two 
Canadian manufacturers and by three 
firms of export leaf merchants. In 1935 
a government investigation gave farm- 
ers a chance to air their grievances, 
and now they feel much better satisfied. 
In order to prevent further over- 
production the marketing scheme has 
issued permits for acreage. No one can 
grow tobacco in Ontario unless he has 
a license from the board which allots 
permits only to bona fide farmers who 
have ample equipment and live on their 
own farms. These permits-for-acreage 
have a monetary value, a recent peak 
price being $100 an acre. There has 
been some bootlegging but it is not a 
serious factor. Prices are better than 
they were and are now uniform grade 
for grade, whereas formerly buyers 
discriminated between farmers even for 
the same grade of product. The restric- 
tion scheme has been greatly favored by 
two outside factors. In the first place, 
the area in which good grades of to- 
bacco can be grown is limited by cli- 
matic conditions. And even within the 
small available production is 
restricted by the fact that 
prevents continuous re-cropping. In 
the second place, a high tariff reserves 
the Canadian market in the cheaper 
grades of cigarette and pipe tobaccos to 
domestic producers. More important 


area 
disease 


than this, however, is the very sub- 
stantial preference which, under the 
Ottawa agreements, is given in Britain 
to tobaccos grown in the Empire. 
This preference opens a large export 
market to Ontario planters, with only a 
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negligible competition from Rhodesia. 
The attempt at acreage control has so 
far been 
may be due more largely to outside 
than to the scheme 


successful, but its success 


circumstances 
itself. 

Of the other schemes in operation, 
there is little that is significant from a 
marketing viewpoint. ‘The control over 
fish® has not led to any marked improve- 
ment in this depressed industry, but 
this is hardly to be expected. The 
Canada Jam Marketing Scheme tried 
to correct the thoroughly demoralized 
conditions in the production and mar- 
keting of jams, jellies, and marmalades 
by licensing manufacturers, stabilizing 
prices, and standardizing quality. The 
local board found difficulty in control- 
ling the numerous manufacturers, en- 
countered unexpected opposition by 
retail finally suffered 
serious reverses in the courts when it 
regulations. At 


grocers, a nd 


tried to enforce its 
present the scheme is dormant. 

One other experience with the Mar- 
keting Act is significant mainly because 
the proposed scheme never came into 
effect. In the spring of 1935 an attempt 
was made to have compulsory pooling 
of all poultry and eggs produced in the 
three Prairie Provinces. The govern- 
ment gave this plan aggressive support, 
spending over $21,000 of public money 
and holding meetings at five hundred 
centers to promote the pool. Opponents 
of the plan, who incidentally had to pay 
expenses out of their own pockets, 
made strong objection to the com- 
pulsory feature; they refused to be 
regimented by glib-tongued economic 
planners, and were annoyed at the high 
pressure salesmanship. A poll of the 
qualified producers was taken in regard 
to the scheme. On the votes cast the 
> B.C. Dry Salt Herring and Dry Salt Salmon; B.C. 


Halibut; Grand Manan Smoked Herring. 
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proposal was overwhelmingly defeated 
and indeed in two provinces half the 
producers were not sufficiently inter. 
ested to vote. The sad experience with 
the wheat pool was still too fresh jp 
the minds of the western farmers tp 
permit of anything but the purest form 
of voluntary cooperation without any 
element of compulsion. Immediately 
after the defeat of the government’; 
scheme, poultrymen in one province 
organized on a voluntary basis. It js 
doubtful if they can keep their organ- 
ization going because of the difficulty 

securing the consistent support of a 
large number of scattered and none t 

interested producers. At any rate a 
good many of the western farmers are 
prepared to sink by themselves rather 
than submit to government regulation. 


Legality 

After the experience with the AAA, 
one naturally inquires regarding the 
legality of the Marketing Act in Canada 
which, like the United States, is 
federal state. On this point there is as 
much confusion as there was, or per- 
haps is, about the corresponding legis- 
lation in the United States. Under th 
constitution, the Dominion 
ment has control over trade and 
commerce but the provinces have 
jurisdiction over property and civil 
rights. The Supreme Court of Canada, 
to whom the question of the legality 
the act was referred, recently decided 
that the present measure infringed 
upon property and civil rights anc 
therefore was beyond the powers of t! 
Dominion Parliament. It is expected 
that the government will either appea 
the case to the Judicial Committee 
the Privy Council (the highest court 
appeal in the Empire) or enact a nev 
statute designed to meet the object 
of the legal authorities. 


rovern- 
gover! 


1 
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reference should be made to dairy products there has been bonus- 
le of the various political par- ing, but this can be regarded as one of 
» Marketing Act was passed by the expenses of an election in a demo- 
rvative government which was cratic state. On the whole, however. 
in October, 1935. The present the Canadian act has as its fundamen- 
nister, in Campaigning, strenu- tal purpose the improvement of the 
sed the compulsory features channels of marketing as distinct from 
and the extent of the powers a simple measure of farm relief during 
to the Marketing Board. Since a depression. As far as the success of 
n no new schemes have been this effort is concerned, it can be said 
ed and little encouragement that the schemes were reasonably satis- 
| given to those already in oper- factory where economic conditions 
e attitude of the present gov- were favorable to voluntary coopera- 
is that nothing further should tion. A publicly supported central 
intil the legal position of this agency may gain the confidence of sub- 
no ear wagninN has been finally stantially all producers where a pure 
1 by the courts. a 
cooperative may be unable to do so, at 
n least until it has acquired experience. 
e the corresponding American In other words, a Marketing Act along 
, Canada’s Marketing Act has 
eeded by crop restriction or 
ng. It is true that there is some 
of acreage in tobacco but the 


the lines of the Canadian legislation 
may protect an infant cooperative until 


it is prepared to stand by itself, but it 


cannot be expected to nurture to health 
our climate would have every sick industry left on the doorstep 
same results anyway. In of a benevolent government. 


4 











OUR MERCHANT MARINE AND FOREIGN 
TRADE POLICIES 


BY ABRAHAM BERGLUND 


HE major commercial policies 

of a nation are rarely char- 

acterized by consistency or even 
approximate harmony with respect to 
the objectives sought and the principles 
involved. Laws determining social re- 
lationships are usually enacted under 
the pressure of various group inter- 
ests—largely minority interests—and 
are therefore likely to exhibit purposes 
more or less in conflict with one another. 
In addition to such inconsistencies is 
the assumption that what has been 
true in one age is necessarily truth in 
another, regardless of the changes 
which have taken place in industrial 
technique and general commercial or- 
ganization. The practices and policies 
which have led to business success 
under one set of conditions are regarded 
as sound under entirely different cir- 
cumstances. Much of the present-day 
world confusion with respect to inter- 
national trade policies is due to an 
inadequate appreciation of the conflicts 
involved in efforts to build up certain 
industries without regard to the effect 
of such efforts upon other interests and 
upon society as a whole. 

The World War tended to accentuate 
the confusion which had already grown 
up to some extent between interests 
devoted to the expansion of foreign 
trade and those that feared the general 
effect of such development upon home 
industries. During the course of that 
struggle a considerable degree of com- 
mercial isolation was forced upon both 
belligerent and neutral countries re- 
sulting in a larger measure of self- 
sufficiency than had existed for several 


decades. With the establishment of 


peace it was not unnatural that induys- 
tries which had grown up in severa| 
countries to satisfy home needs during 
a period of partial isolation should 
endeavor to fortify themselves against 
the effect of an increasing competition 
from abroad. The attempt, however, 
to safeguard newly developed industries 
and maintain war prices within national] 
boundary lines weakened the position 
of not only several industries whose 
growth antedated the War, but even 
some of the ‘‘war-babies”’ themselves. 
This was particularly true of the mer- 
chant marine, which had grown up so 
spectacularly in the United States 
during the closing years of the struggle 
and the first few post-war years. 
Certain features of the conflict in 
American policy may be illustrated by 
an examination of our recent merchant 
marine development in connection with 
efforts to limit imports coming into 
competition with home-produced prod- 
ucts. Public attention has been directed 
in various ways to the anomaly of the 
creditor status achieved by our country 
during the World War and the persist- 
ence of tariff restrictions which seriously 
interfere with foreigners’ efforts to meet 
their financial obligations. Less atten- 
tion has been focused on our merchant 
marine problem in this connection. 
And yet the services of ocean carriers 
constitute an important item in the 
international trade balance sheet. 


Merchant Marine and Foreign 


Commerce 


The 

In order properly to appreciate the 
real significance of a national merchant 
marine in connection with foreign com- 





were 


Du 
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may be well to refer to cer- Merchant Marine,? describes these trad- 
ot features of the evolution of ers as follows: 
i ping OC A —— These old Salem merchants were ship- 
p-seated belief among busi- owners and something more. They did not 
_and one that frequently finds as a rule carry freight for others. When Mr. 
n in legislation, is that trade — Derby or Mr. Gray or Mr. Peabody built 
- flag and that vessels flying a ship he calculated to use it in his own 
, country are agents in the mercantile ventures. He would furnish it 
nent of its foreign commerce. with an outward freight, and the sale of 
this procured a homeward cargo, which the 
merchant would dispose of from his own 
warehouses. 


measure, however, this convic- 
irvival of a period when ocean 
tation was part of a mercantile 
and often closely associated The transition from private carriers 
mmercial organization. Sea- owned singly or jointly by merchants 
els in ancient and medieval to common carriers has been a feature 
re for the most part owned by ' of modern shipping development. The 
s or mercantile concerns lo- change proceeded gradually. The prac- 
wns or cities whose principal _tice of chartering ocean vessels for 
activity wascommerce. Many _ purely transportation service was be- 
wns were practically inde- coming common late in the eighteenth 
city states governed in the century. The enlarging volume of com- 
f traders. Where the overseas modities demanding transportation led 
was extensive, as at Venice, increasing numbers of vessel owners to 
antile fleet constituted an engage in the business of carrying for 
part of the municipality’s others. As overseas trade grew and 
1 much of it might be owned became more regular the carrying 
cal government.! The func- function tended more and more to be- 
merchant and common car- come segregated from purely mercan- 
least for sea-going traffic- tile transactions. Not only do we 
t separated as they are today. have the rise of common carriers on the 
g the sixteenth, seventeenth, high seas, but we have the establish- 
ghteenth centuries the segrega- ment of “line”’ service. By the close of 
mercantile and carrying oper- __ the nineteenth century the vessels that 
was proceeding gradually in carried the world’s ocean commerce, 
and coastwise trade. The _ barring certain specialized craft owned 
mmercial companies, however, and operated mainly by industrial 
Levant, Eastland, Merchant companies, were engaged exclusively 
turers,and EastIndiacompanies, in the business of transporting for 
ind operated the vessels that others. 
rted their wares. Even in the While ocean transportation thus be- 
States in the years immediately came one of the services exchanged 
the Revolution prominent between the mercantile interests of 
were shipowners. Winthrop _ different nations, aside from the mer- 
in his book, The American chandise carried, the long association 
called ‘‘Flander’s Galleys”’ tian merchants and whose sailings were subject t 


a sort of lease by Vene- strict regulatior 
2 New York: C. Scribner’s Sons, 191 
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of the two made their segregation in TABLE I 


TONNAGE OF VESSELS iG E Dieasenn ti 
the formulation of commercial policies snag g LS AMONG THE LeapING Mp. MM {0 I 
CHANT Marine CounrtrRIES OF THE \\ 
eae St impossib le in he minds of JUNE, 1914, AND JUNE, 1920 
legislators. Where the production of June, 1914 June 
commodities within national boundary Paris. a ken 
; : ‘‘. gross and , =e 
lines was sate-guarded by a protective wale By 
tariff and exports encouraged by boun- 2.2 
pe =e L? ° P : 3ritish 
ties, ocean shipping was to be developed 
Great Britain and Ireland 19,256,766 18.2; 4 
by subsidies. he argument runs that Cicietadn detakntens > a acaee ae 
the nation which strives to market its 0 
products abroad must own the carriers hotel Bettish 21,045,049 20, 582 
that transport these products. The United States - 
possibility that the export of goods Sea going 2,970,284 13,789. ; 
might have to be offset in a measure Great Lakes 2,352,704 2,207.4 
ay eee _ aod * emia = “er \r 
by the import ol Casey ig cervices Total American 5,323,048 15,997 
i.e., by having our trade with foreigners 
ee . . . Germany © 400. 206 = 
carried in foreign bottoms—is not even oe 9 9459, 29 
% rs Norway 2,804.732 32.3 
today generally appreciated. Dadi .s0nes $m 
yy , 17 , . Japan 1, 708 , 38¢ 2.9 
The World War and the American Rais 1,668,206 2.24 
Merchant Marine Holland 1,496,435 1,7 
ar . : - Sweden 1,118,086 1,07 
[he emergency of the World War Spain 898 , 823 97 
brought about a great transformation Denmark 820,181 8 
z , ; . ‘ ; Other countries »727,792 4, 691,58 
for the time being in the country’s ore one 4 
status as a maritime nation. How great Totals 49,089,552 57,314 


* Until the year 1919 Lloyd’s Register gave the t 
f steamers in gross t 


this change was can be readily seen by 


: ; vessels in net tons and those « 
comparing the size of the merchant both classes of craft have been recorded in gross tons 
marines of the leading maritime nations 

of the world as recorded in Lloyd’s in commercial relationships. In 1 
Register of Shipping* on the eve of the United States falling commodity pri 
War and that of the same countries in __ partly influenced by rising import 
1920 after the provisions of the Ver- _ products coming into competition wit 


“we Treaty had been put into effect —_ those of domestic origin, led to a w 
Table I). As a result of the War the spread clamor for higher tariff barrie: 
United States had become not only a__ against foreign products. This clan 
leading creditor country but next to found tangible expression two 
Great Britain the world’s principal later in the passage of the Fordney- 
ocean carrier. Already the country’s McCumber Act of 1922. On the hig 


exports * merchandise greatly ex- seas the collapse of the war-time freig)' 
ceeded those of any other nation and rates was making it more and 
were far ‘te excess of imports. Before difficult for the American merc! 
the close of 1920, however, the read- marine to retain its share of the 
trade it had acquired during the 
and early post-war years. From 1914 


ry 


justment of the world’s industries to a 
peace basis was making its effect felt 


Lloyd’s Register does not include vessels of less than tion include vessels of as low as § net t 

100 tons g Neither does it include barges, wooden Lloyd do not correspond with the totals giver 
vessels on the Great Lakes, and the sailing craft of American authority. 

Japan. As the figures of the U. S. Bureau of Naviga- 
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lusive, the annual average 
of American exports and 
rried in vessels flying the 
lag had risen from 9.7 to 42.7. 
however, it had fallen to 
the same time it was a de- 
y of the country co main- 


rchant marine on the high 


Licai 


ble of carrying one-half of our 


eC. 


Decline of the American Mer- 
Varine 
in shipping continued to in- 
eross tonnage until 1922, after 
re was a slow but steady 
TABLE II 
MERCHANT MARINE BY TRADES 
1921-1935 
ae Engaged in 
Total — ti aE 
Merchant Foreign Coasting 
Trade Trade 
(eross 


VM arine* 
(gross 
tons) tons) 

077,398 7,163,136 
»720,451 » 702,724 


069,342 9,176,789 


00 \O 


793,667 8,911,428 
151,426 , 215,893 
»719,139 »§51,752 

146 ,432, 569 
3,589 , 706,19 
5,504 ,536 
,98 


IN © 


/. tae 


~ 


,935 
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many, Japan, Norway, and Italy. In 
this increase the United States did not 
share. Not only that, but a considerable 
percentage of the American fleet repre- 
sented idle tonnage. A noteworthy 
feature of the post-war history of the 
immense fleet which had been 
structed and acquired during the war 
emergency was the steady transfer of 
vessels from the foreign to the domestic 
(or coasting) service. Using the figures 
of the Commissioner of Navigation, 
Department of Commerce, for the 
years following 1921, when the tonnage 
engaged in foreign trade reached its 
trend is indicated in 


con- 


climax, the 
Table II. 
Between 1921 and 
American fleet declined about 
but that part devoted to foreign trade 
was reduced nearly 60%. The increase 
shown in the coasting service is largely 
attributable to transfer. It is note- 
worthy that the decline in our regis- 
tered (or foreign service) shipping has 


1935 the total 


O7 6 
20%,° 


been steady since the completion of the 
country’s shipbuilding program insti- 
tuted during the World War. Before the 
financial crash of 1929 this tonnage 
had already declined nearly 40%. 
Furthermore, this decline was not seri- 
ously interrupted by the heavy sub- 
sidies and other aids allowed under the 
Merchant Marine Act of 1928. 


Present Status of the American Merchant 


Marine 
Among the maritime nations of the 
world the United States from the stand- 
point of vessel tonnage ranks second, 
Great Britain alone having a larger 
mercantile fleet. Japan, which ranks 
third, has a fleet considerably less than 


Register does not separate the tonr ngaged 
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mmerce trom that emf 


trade, and hence the B lreau s Nigur 
the American merchant marine 
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one-half that of this country.’ This high 
position of the American merchant 
marine, however, is more apparent than 
real. A proper appraisal of that position 
requires several important qualifica- 
tions. Of the 14.5 million gross tons 
constituting the entire American fleet 
of 5 net tons and upward (using the 
Commissioner of Navigation’s figures 
for 1935), only about 4.5 million gross 
tons are engaged in foreign trade. Even 
hat tonnage would place this country 
in the forefront of maritime nations. 
Further qualifications, however, are 
necessary to obtain a proper perspec- 
tive of the present merchant marine 
situation. 

In 1934 an analysis was made of 
American shipping for the Interdepart- 
mental Committee on Shipping Policy 
based upon figures compiled for the 

TABLE III 
NuMBER AND Gross TonNaAGE OF VESSELS Con- 


STITUTING TH MERCHANT FLEETS OF THE 
LeapiInGc Maritime Nations, JUNE 30 


1933 
Number 
Gr 
Vessel Tor 
Total \ 31,7 67,920,185 
Great B i A Ireland 7.7905 158,700,739 
$1 g rseas do 
10,233 21,819,687 
I Sta rf L 
P Isla 3,545 13,357,799 
Japa x g sa essels 3,019 4,258,159 
Norwa 1,97 4,079,54 
Ge " 2,08 3,901,274 
Fra 1,62 3,512,219 
Ita 1,278 3,149,807 
Holla 1,413 2,765,457 
S R ’r Shippi 1933-34 
\ I] 


world’s merchant marine for June 30, 
1933. According to Lloyd’s Register the 
number and gross tonnage of the world’s 
shipping and the mercantile fleets of the 
eight leading maritime nations were as 
shown in Table III. 


7In ] l’s Register the sailing vessels of Japan are 
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The eight powers included jn th 
above tabulation controlled approy;. 
mately 83% of the world’s shipping 


tonnage, as recorded in Lloyd’s Regist, 
The British Empire and the United 
States owned over 50% of the world’; 
total. The proportionate tonnages hay 
not materially changed for the year [n 
1934 and 1935, although the amoun: 
have been somewhat smaller. In 102; 
the world total was 30,979 vessels ap. 
gregating 64,885,972 gross tons. Since 
1931 shipping tonnage the world over 
has shown a gradual but perceptib\ 
decline. | 

Limiting ourselves to vessels of 2,000 
gross tons and over—in other word 
ships of a size best adapted to navigate 
ocean highways—the American mer- 
chant marine of 1933 might be divided 
into several classes with 
the general character of the servi 
rendered (Table IV). 


respe 


TABLE I\ 
CLASSIFICATION OF AMERICAN VESSELS 2 
Gross Tons AND OVER, 1933 


Nun 1 
ber of rou 
Total fleet (consisting of vessels 
2,000 gross tons and over) 1,997 I1 
Great Lakes shipping 438 2 
Government-owned laid-up vessels 228 I ( 
Tanker fleet 340 2,4 
Ocean vessels, regularly engaged 
in carrying general cargoes and 
passengers gos § \ 
In domestic 
service 497 2 7 S 
In foreign 
ser\ ice 455 2 S4 
Source: Figures furnished by the U.S. 5 
Board Bureau of the Department of Comm: . 


It will be seen from these figures t 
in 1933 more than half of the Ameri 
merchant marine of 2,000 gross 
and over consisted of shipping 
proportionate tonnages must be made 


reservation in mind. 
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ns were confined to the Great 
vernment-owned laid-up ves- 
tankers. Of the 985 vessels 
ordinary “‘dry”’ cargoes 
engers, only 488 with an 
gross tonnage of 3,084,000 
| in the foreign service. 

termining the rank and strength 
nal merchant marine con- 
should also be given to such 
peed, fuel efficiency, and age 
;. The carrying capacity of a 
shipping is dependent in part 
speed of its vessels. If the 
speed is increased 50% the 
ity within any given period 
trade is augmented approxi- 
orresponding ratio. Reduce 
umption required for a given 
1 an important cut is made 
the leading items in the cost 
f vessel operation. When speed 
eficiency of American ships 
ired with those of other lead- 
time nations, our effective 
apacity in international com- 
appreciably below that of 
ther nations whose vessel ton- 
considerably less than our 
ige, also, we have a factor 
iterially affects carrying efh- 
\s a vessel grows old, mainte- 
ts tend to mount. In addition, 
ce affects to a high degree the 

bility of passenger ships. 
ing available statistics regard- 
1 and age to the general status 
\merican merchant marine in 
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ipping employed in over- 
he results may be stated as 


‘ls of 2,000 gross tons and 
iding tankers) normally em- 


the world’s international 
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carrying trade number nearly 7,000 
aggregating 37,400,000 gross tons. Of 
this shipping, 20,573,000 gross tons 
consist of vessels having a speed of 
12 knots* and over. Leading maritime 
nations own the bulk of this fast- 
moving craft in the proportions indi- 
cated: Great Britain, 44%; Germany, 
10%; France, 8%; Japan, the United 
States, and the Netherlands, 7% each; 
and Italy, 6%. The world’s merchant 
marine which consists of ships of 10 
years of age and under amounts to 
11,561,000 gross tons, of which Great 
Britain has 49%; Germany, 9%; Italy 
and Norway, 6% each; Japan, France, 
and the Netherlands, 5% each; and the 
United States, 4%. Of the American 
vessel tonnage operating in_ inter- 
national trade as common carriers in 
1933, over 62% included ships having a 
speed of less than 12 knots, and 91% 
comprised carriers over 10 years of age. 

The maintenance of a national mer- 
chant marine requires periodical out- 
lays for the building of new vessels. 
Under the assumption that the life 
period of the average ship is 20 years, 
vessel construction in order to meet the 
bare needs of upkeep for the 3,000,000 
gross tons now employed in the coun- 
try’s general overseas foreign trade 
would have to amount each year to 
150,000 gross entire 
American merchant marine, using the 
totals of the Commissioner of Naviga- 
tion for the year 1933, the annual ship 
construction would have to amount to 
750,000 gross tons. During the decade 
from 1924 to 1933, inclusive, ship- 
building in American yards averaged 
about 232,468 gross tons, or less than 


~ “5 


tons. For the 


one-third ordinarily regarded as neces- 
sary for maintenance. Under the ab- 


miles. The sea mile 
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normal conditions prevailing in 1919 
and 1920 this annual shipbuilding was 
between three and four million gross 
tons. 

It will be seen from the facts pre- 
sented that while the American mer- 
chant marine may rank second in 
tonnage, it is far from holding any such 
rank when measured in terms of effec- 
tive carrying capacity and competitive 
strength. This situation should receive 
proper recognition in the formulation 
of any sound shipping policy by the 
government. The post-war history of 
the American merchant marine has not 
been entirely out of keeping with what 
developed during and after the Civil 
War. In both cases new sets of con- 
ditions interfered with our shipping 
progress. During the latter part of the 
nineteenth century this interference 
was largely due to _ technological 
changes in navigation. After the World 
War it seems to have been, in con- 
siderable measure at least, the result 
of changes in commercial relationships 
coupled with conflicts in the policies 
arising out of these changes. 


Commercial Relationships and Conflict 
of Policies 

It is not easy to be specific in any 
discussion of the effects of economic 
and political policies. So many influ- 
ences enter into the determination of 
economic developments that it is diffi- 
cult to make anything approaching a 
scientific or exact appraisal of any one 
factor in a given industrial situation. 
Certain broad generalizations, how- 
ever, can be made. 

Any policy formulated on the theory 
that the extent of a nation’s foreign 
commerce, and particularly its export 
trade, is bound up with the develop- 
ment of its merchant marine is falla- 
cious. This of course does not mean that 





a nation’s shipping may not be a usefy 
instrument in trade activity during , 
period of emergency like the late wa; 
or help in commercial pioneering, o; 
even perform some advertising service 
for home industries. But ocean traps. 
portation is a factor in internation, 
trade distinct from the purchase and 
sale of merchandise. The large mer. 
chant marine of Norway enables tha: 
country to export transportation sery- 
ice as part payment for imported 
merchandise rather than furnish ovr. 
lets in foreign markets for Norwegiay 
products. In our own country the 
decline of American shipping from the 
close of the Civil War to the outbreak 
of the World War went hand in hand 
with a remarkable expansion of foreig: 
commerce. The contrast in trends be- 
tween the two may be illustrated by 
comparing the average tonnage of 
merchant marine engaged in foreig 
trade for five years following the Ci 
War and a similar period preceding 
the World War with corresponding 
figures for average annual exports and 
imports during the same _ five-year 
periods (Table V). 

In the period which showed a declin 
of 36.6% in the country’s shipping 
engaged in foreign commerce, the mer- 
chandise trade with other nations 
displayed an increase of more than 
428%. The growth in exports amounted 
to 581.3%. It should be noted that 
during much of the period covered 
commodity prices were on the whol 
declining and hence the great increas 
in the value of exports and import 
represent augmented volumes of co! 
seas shipping, therefore, coincided wit 


tOre1oT 


an astonishing advance in_forelg 


commerce. 
Another feature of the relationship 
between our merchant marine proobie! 
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. question of enlarging our for- 
merce is that restrictive meas- 
d at fostering any group or 

home industries will inevi- 
rcise a restraining influence on 
mestic industries. This restrain- 
e may take a variety of 
it is always present. It is 
fairly generally that trade 
between nations include more 
money receipts and expendi- 
lved in the interchange of 


y 
il 
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When, however, the question of de- 
veloping a national merchant marine is 
discussed, little is said about conflicts 
of commercial policies, and much is 
made of such matters as differences in 
wage rates between crews employed on 
American vessels and those employed 
on foreign ships, and variations in the 
cost of building vessels in American and 
foreign ship yards, generally with em- 
phasis upon the higher wages prevalent 
in the United States. That labor cost in 


TABLE V 
or AMERICAN VESSELS ENGAGED IN FOREIGN TRADE AND THE VALUE OF AMERICAN MEr- 
CHANDISE TRADE, 1866-1870 AND IQIO-IQI4 


Average Gross Tonnage of Vessels 
Engaged in Foreign Trade 
1, 467,143 
93 »,938 


36.6% 


Merchandise—Annual Average 


-—_—_— a I, 


Value of Value of General Total 
Exports Imports Foreign Trade 
$ 320,842,000 $ 408,295,000 $ 729,137,000 
2,165,818,000 1,688 , 874, 0% 3,854, 692 , 0 
$1,844,976,000 $1,280,579, 
581.3 


s taken from Merchant Marine Statistics and Commerce and Naoigation. 


lise. Service items of various 
including capital transactions, 
rtation, tourist expenditures, 
‘rant remittances, and the like, 
be figured in to secure any- 
ike an accurate picture of a 
y’s credit and debit balances in 
le with other lands.® No country 
in indefinite period maintain a 

{ exports (credits) over imports 

[f the exports of merchandise 
1 the imports, the difference will 
bly, or at least for the most part, 
le up by a surplus of imported 


1 and Domestic Commerce, 
, publishes annually such 


payments. 


both shipbuilding and ship operation is 
higher in this country than abroad may 
well be admitted. Higher wage rates 
(measured in time units) are not offset 
by more efficient organization as in the 
case of many of our manufacturing in- 
dustries which are able to export their 
wares to other lands and even undersell 
their foreign competitors. However, 
there is good reason to believe that 
differences in wage rates are less signif- 
icant from a competitive standpoint 
than many other factors. 

After the Civil War improvements in 
the building and operation of ocean 
steamers were reducing the competi- 
tive strength of the American sailing 
vessel. Fuel and building-material costs, 
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as has been pointed out, were rela- 
tively greater at seaboard points in 
the United States than at certain 
European, especially English, ports. 
These greater costs for American ship 
operators were real handicaps to the 
maintenance of the maritime position 
which the country had so long enjoyed. 
3efore the outbreak of the World War 
these disadvantages no longer existed. 
Fuel had become cheaper and the 
prices quoted in American markets for 
steel plates and structural shapes were 
among the lowest in the world. Ship- 
building costs, it is true, remained 
relatively high, largely because this 
form of construction has never been 
subject to the same degree of mass 
production that has obtained in for- 
eign shipyards and that prevails in so 
many of our manufacturing industries. 
More fundamental, however, than these 
material costs is the change in com- 
mercial relationships. 

Leaving out exports and imports of 
gold, silver, and currency, a survey of 
the United States foreign trade and 
financial transactions with the world for 
recent years shows great surpluses on 
the credit side of the account in the 
cases of merchandise, interest, and divi- 
dends on investments abroad, sale and 
purchase of stocks and bonds, and vari- 
ous miscellaneous trade and service 
transactions. The debit side is made up 
for the most part of estimated Ameri- 
can tourist expenditures abroad, immi- 
grant remittances, and payments for 
shipping and freight service.!° While 
the net payment for the third service is 
less than for each of the other two it is 
large enough to constitute a consider- 
10 U. §. Department of Commerce, Bureau of Foreign 
and Domestic Commerce, The Balance of Interna- 
1934, PP- 1-4. 
11 On several important trade routes investigated for 


the Interdepartmental Committee on Shipping 


olicy by the U. S. Shipping Board Bureau the differ- 


tional Payments of the United States 1n 
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able import item and one which would 
materially affect other receipts and | he pe 
payments if greatly reduced or ten. In €a 
verted into a net receipt item. In other 
words, from the very nature of presen: 
trade balances ocean transportation 
service seems likely to remain an im- 
port (or debit) item. 

The tariff policy of the country since 
the Civil War has contributed, in some 
measure at least, to widen the disparity 
between outgoing and incoming cargoes 
along various important routes. A na- 
tional merchant marine engaged in for- 
eign service is likely to be employed 1934 
very largely in traffic to and from the Europe 
home country. Often ship subsidies at 
(particularly in the form of postal sub- United 
ventions) are granted for only a direct Source: | 
and speedy service between home and ‘ciao. 
foreign ports. Any material increase in Fo! 
the difference between outgoing and 16%, to 
incoming cargoes on important lines of . 
a shipping company will obviously matttec 
raise the general cost of freight trans- f these 
portation for that company. How far te ns 
our tariff policy, aside from other influ- 
ences, has tended to bring about suc! 


disparity it is impossible to say, but 


that it has been a contributing factor 
seems evident.!! 

The operation of our tariff policy in 
this connection may be shown by tak- 
ing two typical years, one before t 
financial collapse of 1929 and under 
the Fordney-McCumber Act of 1922, 
the other under the Hawley-Smoot Act 
of 1930, and noting our foreign trad 
with the two continents from which w 
derive approximately 60% to 65% 
our imports, in nearly equal amounts 
The years selected are 1928 and 1934, 


ence between outgoing and incoming cargoes W4 
marked. High duties on certain products fr 
where the exports of such production were gener 


large frequently either prevented their ship: 
the United States or greatly reduced such shipment 
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ntinents, Europe and Asia. 
ntage of imports admitted free 
ase is also shown (Table VI). 


rABLE VI 


AMERICAN FoREIGN TRADE WITH 
\SIA 


RODUCTS 


1928 AND 1934 


-ERCENTAGES OF 
FREE 


AND | 
P ApMITTED 
Percent- 
age of 
Im?b rts 


Free 


Im ports 


(000’s 


Exports 
mitted) 


374,916 $1,248,749 
654,514 1,168,928 


4,094 


799 $ 481, 

), 078 489, 

32,800 1,636,007 60.6 

mpiled from Foreign Commerce 
f the United States. 


the years indicated only about 


+ 


ne years 


38% of the products sent to the 
States from Europe were ad- 
ree while approximately 80% 
rom Asia paid no duty. During 


about 45% of this 
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country’s exports were marketed in 
Europe and only from 12% to 20% in 
Asia. In other words, our tariff policy, 
barring possibly the Reciprocal Trade 
Agreements Act of 1934, has helped to 
limit incoming cargoes along routes on 
which outgoing cargoes were large (and 
also bulky), and impose little or no 
restrictions along routes where imports 
were relatively large. 


Our recent merchant marine experi- 
ence is a striking instance where a 
policy of artificial aid to maintain an in- 
dustry greatly enlarged during a world 
emergency runs counter to a similar 
policy to foster other industries which 
are to be encouraged to market their 
wares in foreign lands. This conflict of 
policies is but dimly appreciated by the 
interests involved. The recently enacted 
ship-subsidy law reveals little apprecia- 
tion of our fundamental merchant ma- 
rine problem. That problem is part and 
parcel of a general commercial policy, 
in which the tariff with other restrictive 
measures plays a significant role. 











PUBLICATIONS OF THE COMMISSION OF INQUIRy 
ON PUBLIC SERVICE PERSONNEL 


. ROBBINS 


BY E. C 


HE seven publications of the 
Commission of Inquiry on Pub- 
lic Service Personnel! represent 
the most ambitious attempt to survey 
the field of public administration ever 
undertaken in this country. If their full 
significance is to be appreciated, they 
should be read as a series. In January, 
1933, following recommendations made 
by President Hoover’s Research Com- 
mittee on Recent Social Trends, the 
Social Science Research Council ap- 
pointed its now well known Commission 
of Inquiry on Public Service Personnel, 
financed by the Spellman fund. Dr. 
Luther Gulick was selected as secretary 
and director of research. In the course 
of its survey of Federal, state, and local 
governments, the commission held pub- 
lic hearings throughout the country, 
and, in addition, a corps of well known 
authorities on public administration 
prepared a series of monographs. 
The volume entitled Better Govern- 
ment Personnel contains the general 
findings. Ten evils were particularly 


‘These volumes were published by McGraw-Hill 

Book Company, Inc., New York, 1935: 

Better Government Personnel: The Report of the Com- 
mission. 182 pp. 

Minutes of Evidence Taken Before the Commission of 
Inquiry on Public Service Personnel at hearings held 
n Washington, New York, Chicago, Minneapolis, 
St. Paul, Seattle, San Francisco, Berkeley, Palo 
Alto, Los Angeles, Richmond, 1934. 721 pp. $6.00. 
1 Bibliography of Civil Service and Personnel Admin- 
istration, Sarah Greer (Monograph 1). 143 pp. $2.00. 

Civil Service Abroad: Great Britain, Canada, France, 
Germany (Monographs 2 to §): “‘The British Civil 
Service,” Leonard D. White; “Public Personnel 
Administration in Canada,” Charles H. Bland; 
‘Public Personnel Management in France,” Walter 
R. Sharp; “‘Civil Service in Germany,” Fritz Mor- 
stein Marx. 275 pp. $3.00. 

Training Public Employees in Great Britain, Harvey 
Walker (Monogrz 213 pp. $2.50. 


rapn O). 


@) 


emphasized: the existence of the spoil 
system, the notion that anyone can ¢ 
government work, the idea that a go, 
ernment job is a charity, the existeng 
of patronage, the thought that good 
men in public service are destructive 
the liberty of private enterprisers, a be. 
lief in tenure as a cure for spoils, t! 
idea of purging the lower ranks of sery- 
ice, the demand for “home-town job: 
for home-town boys,” the belief that 
public service is always less efficient 
than private industry, and finally, th 
belief that the evils of the system can 
be cured by eliminating certain abuses 
In outlining its reform measures, t! 
commission makes 19 recommenda- 
tions, which fall rather naturally int 
two categories: (1) the need for estab- 
lishing a career service, and (2) the ne- 
cessity of setting up sound personne 
organization in order to make suc! 
service effective. 

There is much to recommend in the 
clear-cut, courageous manner in whic! 
the commission shows the crying need 


Problems of the American Public Service (Monogra 

7 to 11); “Responsible Government Service under 

the American Constitution,” Carl Joachim Frie 

rich; ‘ Municipal Civil Service in the United States, 

William C. Beyer; “Employer and Employee in the 

Public Service,” Sterling D. Spero; “Veteran Prel- 

erence in the Public Service,” John F. Miller; “Pe: 

sonnel Practices in Business and Government 

Organizations,” George A. Graham. 433 pp. #4 
Government by Merit: An Analysis of the Problen 

Government Personnel, Lucius Wilmerding, Jr. (\! 

ograph 12). 294 pp. $3.00. 

The reviewer would like to call attention als 
another presentation of important phases © 
public service, Public Administration and the Pub) 
Interest, by E. Pendleton Herring. (McGraw-! 
300k Company, Inc., New York, 1936. 41! 
$3.75.) It is a particularly able piece of resear 
and gives an excellent picture of the many 
cations of modern public administration. 
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nest, efficient public service 


willingness to give credit where 


due. In one important respect, 


r. the reviewer has reservations. 


nmission points out that in 
establish a career service there 


{ be a sharp line of demarcation in 
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+r brackets of administration 
purely political policy-making 
and those who administer poli- 
latter to be put on a civil 


- basis. The assumption is then 
ie that if this change can be effected 


blem of political control is 


. Granting that much improve- 
vould accompany the proposed 


re 


nevertheless, the roots of polit- 


fluence are sunk deep into every 


4 


administration, and reach out 
policies. In Great Britain, 


ere civil service is an outstanding suc- 


members of the dominant party 


D4 


Ca 


ve 
» We 
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epen 
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ipport its chieftains or resign 
ts in Parliament. In the United 
have condoned revolt against 
iders. Congressmen who vote 
lently are often strong person- 
cupying important committee 
nts, or weak individuals who 


iting at the suggestion of some- 


position to repay by political 


rs. [his places the independents in 
ition to exact tribute from bureaus 
lepartments whose very success at 


Ta 
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in their hands. Reformation 


public service must include a 


umount of party reorganization 


to be genuinely effective. 
e Minutes of Evidence comprises 


of 600 pages and represents 
the testimony taken by the 


sion. While material of this 
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ot 
Vi 


nen 


Ou 


er is not as significant as a 


committee hearings and de- 
tal reports, it is, nevertheless, a 
se of information which stu- 
government would do well to 


explore. It shows clearly the extent of 
unsatisfactory public administration 
and the almost universal desire that 
conditions be improved. Appraising the 
testimony critically, the reviewer leaves 
it with the feeling that many of the 
advocates of government reform in 
their zeal have given a somewhat dis- 
torted picture of government adminis- 
tration as a whole, while on the other 
hand, public officials did not bare many 
of the problems with which they strug- 
gle from day to day. 

The remaining publications are mon- 
ographs, and it is particularly appro- 
priate that these should be headed by a 
volume of bibliography. In the Bibli- 
ography of Civil Service and Personnel 
Administration, Miss Sarah Greer, li- 
brarian of the Institute of Public 
Administration, brought to her work a 
thorough knowledge of the literature of 
the field plus experience in_biblio- 
graphical compilation. As a result, her 
bibliography is a first-hand reference 
for anyone wishing to do serious re- 
search in public personnel administra- 
tion. Its weakness, if it can be fairly 
called one, is that many of its references 
are not available in the average library. 
On the other hand, the work is scholarly, 
and if it had been less extensive, it 
would not have been of so great use to 
the more serious students in the field, 
who, after all, may in the long run be 
the key to any sustained interest in the 
subject. 

Civil Service Abroad consists of four 
monographs covering public adminis- 
tration in Great Britain, Canada, 
France, and Germany. Dr. Leonard 
White’s study of Great Britain is 
necessarily brief, and one finishes it 
wishing that the author had had more 
space to amplify his discussion of a 
field in which he is so thoroughly at 
home. The Canadian study by Charles 
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H. Bland is open to the same criticism. 
France and Germany are treated some- 
what more extensively by Professor 
Sharp and Professor Marx. Of special 
interest to American readers is the 
extensive development of protective 
organizations among public employees 
in Great Britain and France. In Great 
Britain the movement for the most part 
has taken place with the cooperation of 
government officials, culminating in the 
establishment of the famous Whitley 
Councils. In France the government has 
generally questioned the constitution- 
al right of government employees to 
organize and affiliate with outside labor 
organizations although it has been care- 
ful not to let the question come to a 
head. 

In sharp contrast with the foregoing, 
the volume on Training Public Employ- 
ees in Great Britain by Harvey Walker 
deals with the details of training in 
public service. It discusses and evalu- 
ates at close range a large number of 
devices found in the British system. 
The pages are a constant reiteration of 
the differences between English and 
American approaches to the problem 
of training. In general, under the Eng- 
lish system, candidates are selected 
with basic liberal education and are 
expected to acquire the necessary tech- 
nical training after they are once in 
service. This may be accomplished ei- 
ther by direct supervision of a superior 
officer, by formal lectures, or by articu- 
lated courses of study. In the United 
States, on the other hand, there has been 
little coordination with the general edu- 
cational system. Another aspect of the 
British system, which is not empha- 
sized directly but which nevertheless 
carries over to the reader, is that 
supplementing the British plan of train- 
ing there are provisions for promotion. 
These are not hard and fast rules but 


rather orderly attempts to fit the righ; 
man into the right place on the righ: 
occasion. " 

The two remaining volumes de: 
with public administration in th 
United States. Problems of the America 
Public Service is a collection of fye 
monographs. The first of these is R,. 
sponsible Government Service under thy 


Friedrich. The author begins by mak. 
ing four assumptions: first, that cop. 
duct of government service is inferio; 
to some private concerns and superior 
to others; second, that private busines; 
in the large has failed; third, that gov. 
ernment has had “‘to step in as a coir. 
dinator and integrator and long-range 
planner ”’; and fourth, that pres- 
ent advocates of government admini:- 
tration of economic affairs “are really 
harbingers of a general acceptance of 
some such view.”’ On the basis of these 
hypotheses, the author devotes his time 
to discussing the possibilities of respon- 
sible government service under our par- 
ticular form of political organizatio 
and in accordance with our ideals 

democracy. The term bureaucracy does 
not frighten him in the least. He ex- 
plains that it is merely ‘‘a late phase 
in the division of labor”? when special- 
ization has been carried to an extent 
which makes integration necessary 11 
the interest of orderly administration. 
The author might, if he had so desire¢, 
have drawn an effective parallel wit! 
large-scale business. As to what the tu- 
ture holds for us, the author writes 
“To anticipate the conclusion, it Wi 
appear that no government offer: 

favorable a setting for the development 
and maintenance of a responsible bv- 
reaucracy as a constitutional gover! 
ment with a separation of powers su 


as that of the United States.” | 


remainder of the monograph 1s a ce 
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f the anticipated conclu- 

the last page the reviewer 

nd rather expected, that the 
uld return to his fundamen- 
positions that private business 
led, for example—and that he 
show in just what respects such 
had taken place and in what re- 
sovernment control would be 
ipal Civil Service in the United 

by William C. Beyer, is a brief 
rical study, mainly informative in 
ter. After a few paragraphs on 
portance of municipal civil serv- 
author describes the develop- 

f the merit system, stopping only 
igh to observe that in actual 
some cities under the civil 

e are politically controlled while 
that operate under the spoils 
ire administered in the public 
lhe monograph is largely de- 

a study of the growth of 

nel administration. The author 
ides that while there are advan- 
tages in being employed in municipal 
“the home-talent traditions”’ 

lack of esteem in which the 
regarded in many quarters are 

te handicaps at the present time. 
Probably the least understood of all 
of public administration—un- 

be the day-to-day mechanics of 

ial management—is the relationship 
t exists between employer and em- 
yee. The monograph on Employer 
Employee in the Public Service, by 
ng D. Spero, is an illuminating 
bution to the literature in this 

1. [t is a careful combination of the 
| *, historical, and critical as- 
of the subject. Respecting the 
sovereign and employer, the 


r writes: 


tive 


the labor problems which arise in 
dustry are also found in the pub- 


lic service, where they are greatly compli- 
cated by the fact that the employer is the 
State. . . . [The State’s] claim to the pri- 
mary loyalty of its citizens and to ultimate 
authority .. . led it to refuse to bargain 
with its employees....It is... the 
very doctrine of impartiality of the State 
which lies at the bottom of its insist- 
ence upon special rights as an employer. 
. . It questions their [public employees’ 
right to affiliate with the organized labor 
movement on the ground that this divides 
the employees’ allegiance. . . . The public 
employee is subjected to an elaborate set 
of restrictions on his political activity 
the result of the attack of civil service re- 
formers. Its [the State’s] claim is founded 
on the belief that the free and full exercise 
of industrial rights by government em- 
ployees would limit its absolute and final 
authority. . . . In any dispute with their 
employees the public authorities, like all 
employers, seek to identify their position 
with the public interest. . . . Will [govern- 
ment] workers accept the restricted status 
which the governmental employer demands? 


The author questions that they will. 
The treatment of the subject matter 
is clear, incisive, and restrained. 
Veteran Preference in the Public Serv- 
ice, by John F. Miller, deals primarily 
with the position in public service 
of veterans who are maladjusted as 
a result of war service. Both from 
the standpoint of the veteran and the 
public service, the monograph is writ- 
ten sympathetically and understand- 
ingly. After sketching what actually has 
taken place, the author sets up his 
thesis that there should be two basic 
objectives in dealing with the problem: 
(1) efficiency of the service, and (2) 
readjustment of the veteran. Social 
agencies, both governmental and pri- 
vate, should work toward rehabilitat- 
ing the disabled veteran and aiding the 
maladjusted so that each may become 
qualified to perform certain duties with 
normal efhciency whether in private or 
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public service. Unfortunately, our pres- 
ent veteran preference legislation makes 
no provisions for such an approach 
to the problem. Veterans have been 
given positions in the public service for 
which they are not properly qualified. 
The author concludes that “against 
the spoils system of political appoint- 
ments veteran preference has made 
little headway.” 

The object of the monograph on Per- 
sonnel Practices in Business and Gov- 
ernmental Organizations, by George A. 
Graham, is set forth in the opening 
sentence of the introduction. “The 
survey reported in this monograph is an 
attempt to test the hypothesis that 
methods of administration tend to be 
similar in business and governmental 
organizations of comparable size.”’ For 
this purpose, a selected list of private 
companies and a number of municipal 
and state organizations were studied at 
close range. The investigation centered 
around some of the orthodox aspects of 
personnel management: selection, su- 
pervision, promotion, dismissal, classi- 
fication, measurement and _ testing, 
ratings, and training. Since the material 
was assembled by the author at first 
hand, the opportunity was presented to 
make real case comparisons and analy- 
ses. The reviewer regrets that this was 
not done. Conceding that the amount of 
space required would have been con- 
siderable, nevertheless, he is of the 
opinion that the Commission of In- 
quiry missed an opportunity to get at 
some of the interior workings of person- 
nel administration. Professor Graham’s 
investigation was a move in the right 
direction, and further studies will un- 
doubtedly lead to the conclusion that 
there is practically no difference in the 
“principles” which underlie sound 
administration whether public or pri- 


vate. In the meantime, however, ¢}, 
general reader should keep in mind th:: 
the private companies studied in th; 
monograph are among the most pro. 
gressive in personnel management, ané 
that after all only a small part of indys. 
try (including both public and private 
is on a “‘scientific”’ basis. 

The final volume, Governmeni 
Merit, by Lucius Wilmerding, Jr., j 
different from any of the others. It is 4 
criticism of the weakness of the mer} 
system in this country, plus a series 
more or less dogmatic suggestions for 
remedying conditions. It is based upon 
the Minutes of Evidence, the materials 
assembled for the various monographs, 
and opinions of the author. There was 
indeed a real need for a volume at the 
conclusion of the studies which would 
give in more detail the broad sweep 
the problem so ably presented in t! 
initial publication. Unfortunately, t! 
present volume does not live up 
such a challenge. It lacks maturity 
thought, sympathetic understanding, 
and sufficient knowledge of the prob- 
lems of day-to-day administration. In 
the judgment of the reviewer, it is the 
weakest volume of the series, and he is 
very much afraid it will be regarded 
by operating officials as just one more 
book by a college professor. 


Viewed as a whole the volumes are 
very much worth while, and it was the 
irony of fate that just when such an 
ambitious enterprise was undertaken, 
the most sustained assault in decades 01 
the merit system should have taken 
place. Eventually there will be a rea 
tion, and when it comes the work 
the Commission of Inquiry on Public 


Service Personnel will be seen in its 
true light as a beacon showing the sale 


course to sound public administratior 
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ECONOMIC STRUCTURE: RECENT LITERATURE 


OF 


DIAGNOSIS AND REMEDY 


BY DAN THROOP SMITH 


HE literature on economic in- 
stitutions published in 1935 and 
the first half of 1936 presents 
-r with a truly formidable array 
yses and programs. Books reflect- 
sight are matched by books 
erficiality is equalled only by 
gmatism and doctrinaire as- 
Authors who hate the New 
balanced by authors who hate 
jually righteous indignation all 
of capitalism. In many of those 
ich suggest changes in our eco- 
icture, trivial problems of a 
new system are presented in 
tail, while fundamental prob- 
either ignored or left for later 
other students. 
Vf 11Mn ly 
ng the very significant volumes 
appearance Allan G. B. 
Clash of Progress and Se- 
fessor Fisher, of the Univer- 
New Zealand, has for 
n » diatensend by the insistence 
in Australia and New Zealand 
t must be directed to maintain 
production there. To him 
appeared overdeveloped in 


Analytical 


is 


“The 
2 


avo, 


of existing world conditions, 
w industries and a_ balanced 
y seemed necessary. When Pro- 
isher turns to world economy, 
n finds the difficulty to lie in a 
lexibility, in the impediments to 

of productive factors in a 

SOC lety. 
emp 
is by no means new, 


sher, The Clash of Progress 


The Macmillan C 


e the hasis on rigidities and 
Pro- 
and Secur- 


ympany, 1935. 229 


125 


fessor Fisher presents the most com- 
yet available of what he 
calls resistance to change. Problems 
of the employment of capital will 
become more important and more 
difficult, he believes, as population be- 
comes stationary. In the past, popula- 
tion growth has frequently caught up 
with temporarily overexpanded capital 
equipment. Now, new industries be- 
come increasingly necessary. What is 
called tertiary production may be 
expected to be of more importance in 
the future. This the luxury 
services and goods, including among 
others, recreation, travel, education, 
and governmental facilities. As efh- 
ciency in primary production and man- 
ufacturing increases, more resources are 
available for other activities. But these 
other activities, this tertiary produc- 
tion, frequently involve the use of but 
little capital. If the same proportion 
of the national income 
stant pressure is exerted tending to 
force down the rate of interest. 

Rather complete topical headings in 
the table of contents indicate the range 
of material covered. Institutional, psy- 
chological, and monetary influences are 
with illustrations taken 


plete study 


includes 


is saved, con- 


all considered, 
from industrial and agricultural situ- 
ations. The desire for individual secur- 
ity and the investor’s unwillingness to 
take risks are particularly 
Capitalism must show that it really 
by a wise invest- 


St ressed. 


fosters initiative and, 
ment policy, makes possible the full use 
of our great productive powers. On the 
last two pages of the book, it is implied 
that if capitalism fails in this challenge, 
better able to make 


socialism may be 
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desirable changes in our economic 
structure. 

One may disagree with Professor 
Fisher’s belief that the responsibility 
rests with those who have traditionally 
borne risks and led the way in new 
developments, and now refuse to con- 
tinue to take these risks. But his analy- 
sis of other impediments to transfers of 
productive activities and the growth of 
new industries is splendid. The presen- 
tation makes real and specific a great 
array of economic frictions. 

Howard E. Kershner in The Menace 
of Roosevelt and His Policies* presents in 
more popular form the need for flexi- 
bility in the economic system. The book 
presumably is not intended to raise new 
points in economic theory, and Mr. 
Kershner acknowledges freely his in- 
debtedness to others. His clear pres- 
entation makes the book useful in 
furthering general appreciation of the 
problems of our dynamic world. The re- 
liance on elastic demand to maintain 
employment in an industry following 
technical improvements does not, how- 
ever, seem altogether accurate (pp. 8I1- 
go). 

Ralph E. Flanders in his Platform for 
America® presents much the same 
remedy as does Professor Fisher. “‘We 
must gladly and willingly risk the old 
dangers, for only in the face of these 
dangers is real safety to be found” 
(p. 63). He sees an end of competition 
purchased at the price of government 
control and reduced efficiency. New 
frontiers for development exist in 
expanding production to increase mate- 
rial welfare, and these frontiers are as 
significant economically as the old 


physical frontiers. Mr. Flanders, 
2 H war i | ‘ Kers! ner. 7 P Ven 10¢ r R evelt and 
His Policies. New York: Greenberg, 1936. 132 pp. 
$1 ; 

Ra I | Flat ler P zifjorm f r Ameri z New \ rk: 


Whittlesey House, McGraw-Hill Book Company Ine. 


president of a machine company. 
has presumably had a _ remarkable 
opportunity to observe business psy 
chology in regard to capital investment 
The agreement of the economist and 
the man of affairs is significant. 
Profit and Social Security, by Nelso; 
B. Gaskill,‘ is the most difficult book : 
review properly, as it is the only diff. 
cult book to read, of all those here 
considered. The discussion of value the- 
ory and the role of money in the first 
four chapters is too involved to be ade- 
quately criticized in a few paragraphs 
But the principal argument of the book, 
dealing with the possible functions 
such a body as the Federal Trade Con 
mission, can be considered without ref 
erence to what the reviewer believes 


theory in the early sections. 

Out of this analysis comes a compari- 
son of communism and capitalism and 
on it is based the need for a new govert 
ment policy. This new policy is in itself 
simple enough. It is “to secure and 
assure freedom of competition in terms 
of competitive costs and the necessar 
profit margins” (p. 34). The author’ 
real concern is with restrictions on fre 
competition. Especial attention is giver 
to monopolistic control of output and 
business pricing policies. In the late: 
chapters cases are presented whi 
illustrate the failure of the moder 
business world to operate on the tradi- 
tional principles of competitive pric 
determination. 

Supreme Court decisions limiting th 
Federal Trade Commission’s powe! 
are reviewed and criticized. In the a 
plication of the “‘rule of reason,” 


opportunity is seen for trade associa- 


1936. 118 pp. $1.00. 
4 Nelson B. Gaskill, Profit and Social Securi 
of Costs, Claims and Controls under Capttalts 


$2.5 


York: Harper & Brothers, 1935. 260 pp. $ 
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tices which restrict consider- 


free play of competition while 


naining within the limits of legal 


he author sees two alternative 


_Qne is a return to the earlier 


forbidding action which 
trol price. The second is to 
und and positive basis for the 
y action which the court has 
rtaken to perform (p. 107). 
r favors the second alterna- 
in his concluding chapters 
re specific his contention that 


hould be based on costs. The 


seems essentially one for a 


tate, since more than a public 


cessary to assure that total 
1t any price will always be ade- 
ver total costs in a dynamic 


Burden of Plenty? edited by 
Hutton, we are given a 
llection of essays, originally 
1 as talks through the British 
ting Corporation. The views 
who want more control and 

want less are clearly con- 
One of the most admirable 
f the book is the lucidity with 


he material is presented. 
material itself contributes little 
new to economic theory. H. D. 


n shows that, in the past, 
improvements have been the 
increasing efficiency and bet- 
rds of living. A danger arises 


pulation growth ceases because 
lustries, rather than an expan- 


1] 


1 ones, become necessary. This 
t point is also made by Profes- 
B. Fisher in The Clash of Prog- 
Security; it should be stressed 
omes a common part of our 


‘ditor, The Burden of Plenty? 
Unwin, Lt LL. 2025. New 


vy, 1936. 158 pp. $1.75. 


Hugh Dalton tells of “Our Present 
Discontents”’ and in a very few pages 
reviews the well-known imperfections 
of the world. He maintains that plan- 
ning is desirable because it is the best 
weapon against poverty and instabil- 
ity. A directive force controlled by the 
community should guide capital and 
plan production. The implications of 
planning on economic organization are 
not considered in detail. “‘ Perhaps you 
will say that these things are socialism. 
This is a word I have not used. But if 
you think it fits my plans I shall not 
quarrel with you”’ (p. 46). 

A. R. Orage’s short presentation of 
the social credit scheme gives the es- 
sence of its analysis and remedy in a 
few pages. It has always seemed to the 
reviewer that social credit contained its 
own reductio ad absurdum when, by its 
extreme comparison of the total volume 
of all trade with net money incomes, 
purchasing power is held to be sufficient 
to absorb only a small part of the goods 
produced. Mr. Orage put the “means 
of consumption measured in money- 
tickets”’ as “only enough to meet a 
quarter of the price-values of the goods 
in our shop.” If this were true the sys- 
tem should bog down at once and not 
be subject merely to recurring depres- 
sions. Mr. Orage at least sees the dif- 
ficulty and attempts to explain how a 
semblance of balance is ever attained. 
Goods can be destroyed or sold below 
cost, or sold in return for an acknowl- 
edgment of debt. More importantly, 
capital construction and public works 
all provide incomes without increasing 
salable goods, and these incomes are 
available to buy other goods (pp. 69 
70). 

Two logical errors seem to be appar- 
ent. Public works and capital construc- 
tion are ordinarily financed with funds 
diverted from private incomes which 
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are thereby depleted; no net increase in in our economic institutions have yer; 
incomes occurs. Furthermore, the orig- — solve these problems. 
inal estimate of money incomes which Professor Arthur B. Adams in Ny. 
led tothe measure of deficiency presum- _ tional Economic Security maintains tha; 
ably included all income, from whatever technical improvements in old indys. 
source derived. To explain the originof tries make necessary a reduction ;; 
part of the total income is not toaddto —_-~working hours.® The frontier no Jonge; 
it. The attempted explanation of why absorbs surplus population and extep. 
the system can ever operate merely _ sive new industries are not in prospec: 
adds confusion to the basic social credit (p. 81). Taxation and wage polici 
error of comparing net money income should be used to modify income distr- 
with the total exchange value of all bution to eliminate excessive savings. jiagn 
goods as they are bought and sold _ the overexpansion of capital goods, a: ther 
by producers in the various stages of _ deficient consumer spending. rasp 
production. New Deal policies are analyzed wit 

Most of the contributors present particular reference to the foregoing 
material which they have previously — proposals. The factual reviews and crit- 
stressed in their earlier works. J. M. icisms are usually excellent and along 
Keynes’s talk, summarized by Graham _ orthodox economic lines. The specifi 
Hutton, dealt with inadequate invest- changes in policy, however, rest on t! 
ment which can only be overcome by author’s explanation of the disequi- 
“purposive direction.” This direction librium. Professor Adams has deni 
would involve cheapening the cost of ' that his proposals in any sense |i 
capital to encourage production expan- economic progress through expanding 
sion and new industries. Mrs. Barbara __ production; without the controls he ad- 
Wootton is more specific here in advo- _ vocates, especially public control of in- 3€ 
cating planning than she was in Plan come distribution, increased product 
or No Plan. She stresses the fact that is not feasible.” But to divide up exist- 
sound plans will at least be nation-wide ing jobs seems to be justified onl) 
and have in view general welfare; they the ultimate development has _ bee! f 
should not be restrictive or defer to reached. A thorough-going income re- 
vested interests and perpetuate failure distribution should, on the auth 
by public subsidy. analysis, increase consumer demand t 

Graham Hutton’s comments at the absorb all conceivable output. 
end of each address are reproduced in The contrary belief that new 
the book. They are generally keen and _—_ dustries, even though they cann 
incisive and do much to integrate the clearly foreseen, will utilize current s 
whole series. In a concluding talk he ings and labor released by technical 1 
raised two basic questions. He asked provements finds confirmation in pas! gg 
first if planning is possible without experience and the great econon 
complete control of everything, even wants still existing. Short of comp 
consumption. And, if adopted, isitcon- state direction, private initiative an¢ 
sistent with a parliamentary form of _ enterprise alone can develop these n' 
government? The advocates of change fields. The proposed controls wou terity. ( 
6 Arthur B. Adams, National Economic Security. Nor- 7 Arthur B. Adams, “Comment on Review of Nat i 
man: University of Oklahoma Press, 1936. 328 pp. Economic Security,” American Economic Renew,» 


tember, 1936, pp. 485-486. 
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greatly restrict enterprise and most recent book, Mr. Keynes has rec- 
ereat changes in our social ognized that a government policy may 
has yet to be shown that such so change liquidity-preference that 
nis necessary tosecureafree other spending decreases, offsetting the 
me into uses assuring bal- _— expansive influence of the government 
duction and consumption. program (p. 120).° But he has still not 
explained why the leakages in expendi- 
tures of funds originally put into use by 
excellent books on monetary — the government should be any greater 
re included in this review; one _ than the leakages in ordinary income 
sis, the other combines the __ receipt and expenditure. And if such 
nd remedy applied in an- leakages occurred generally, the system 
intry. Purchasing Power and would soon degenerate into complete 
> by Herbert D. Simpson inactivity. 
the fact that purchasing power In Monetary Policy and Crises: A 
parate entity. ““Exchangeabil- Study of Swedish Experience,’ Brinley 
ls and services is the impor- Thomas has given us the story of 
and effort should be directed monetary management in the country 
ing rigidities and maladjust- —_ which is held up as a shining example in 
npeding exchange. The smooth — so many respects. In addition, he pre- 
oduction provides its own _ sents a review of the theoretical work of 
ng power. The book contains Myrdal, Lindahl, Akerman, and others 
is treatment of the timing which has been inaccessible because of 
litures; a depression is held to _ language difficulties. After a survey of 
menon of the future in the Swedish economic history from the 
loss of confidence in the _ beginning of the War through 1935, 
ices present trouble. Dr. Thomas concludes that, with refer- 
Kahn-Keynes analysis of the — ence to the depression, Swedish experi- 
redit-financed public works ence “indicates that a siump can be 
y attacked. The attempt shortened and a recovery accelerated 
sure the ultimate total effect when the Government and the Central 
nal government expenditure; Bank co-operate to diminish uncertainty 


{nalyzing Specific Problems 


4 mb 





were found in each successive and to furnish the conditions necessary 
nd expenditure of the newly for a revival of investment” (pp. 238 
irchasing power. The sum of 239). Our money-managers here would 





il outlay and the subsequent do well to note these factors: con- 
ing ones gives the total effect. fidence and increased investment. 

Simpson most appropriately Among the books analyzing particu- 

hat the drift of money into lar aspects of our economic structure is 

A Program for Modern America by 

Harry W. Laidler.'! In spite of its title, 

the study is more a non-provocative 





pson, Purchasing Power and Pros- 10 Brinley Thomas, Monetary Policy and Crises: A 

[he Foundation Press, 1936. 159 pp. Study of Swedish Experience. London: George Rout- 
ledge and Sons, 1936. 247 pp. 7s. 6d. 

The General Theory of Employment, 11 Harry W. Laidler, 4 Program for Modern America. 

1 Money. New York: Harcourt, Brace & New York: Thomas Y. Crowell Co., 1936. 517 pp. 


‘ 
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survey of proposals and action on eco- _more specific in proposing changes ;; 
nomic and social problems than an our economic institutions. The analys; 
idvocacy of a specific program. The _ in them is too frequently subsidiary ; 

cialist f ies, except in the chapter _ the details of the proposed plan or ' 
on railroads, are usually mentioned details of the inadequacy of our presen; 
only in the concluding paragraphs of | system. A satisfactory review of 
each section. The book is carefully done of these studies would extend ; 
and is a useful reference work on chang- several pages. We can do no more tha; WI 
ing social policies. indicate what a reader may expect t 

Abraham FEpstein’s study of social find in each of them. 
insurance in the United States and Anna Rochester’s Rulers of America ng 
abroad is made available in a revised _ is a vast compendium of facts on bus ba 
edition, with a chapter on the social _ ness interrelations, the mere recital 
security legislation of 1935.!* The mate- which is supposedly an adequate indict 
rial on foreign practice remains anim- ment of our present system. A tend- ngs 
pressive history and valuable source  ency to monopoly is seen, “‘but ey 
of material. ‘The criticism of our re- the most highly developed mono, 
cent legislation is directed particularly | does not—and cannot—eliminate « ~ 
against the unemployment insurance  petition”’ (p. 248). However, post- 
scheme; a national plan with govern- prices are found to be higher than pr = 
ment subsidy is held, in the light of | war prices in spite of the fact that 
both theory and experience elsewhere, amount of labor embodied in comm 
to be the only sound one. This chapter _ ities had declined and with it, it is 
is by far the most readable one in the __ tended, the average cost of product 
book. Whatever one’s opinion on the Since the dollar remained firm 
Social Security Act, Mr. Epstein’s dis- 1933, ‘““some form of monopoly pri 
cussion will provide useful clarification control was clearly at work”? (p. 253 
of issues. His economic analysis, how- But does the author really believe t ; 
ever, seems at times too hasty, as in an the maintenance of the gold standa: oi 
assertion that taxes on real estate are _— prevents all price movements due t 
largely shifted to workers inthe form of monetary causes? May not a red 
higher rentals (p. 43), and in the state- amount of labor be associated wit! 
ment that social insurance in Great creased money costs? 
Britain kept the depression from reach- The position that small e 
ing the depths there which it did here. units are necessary to maintain polit! 
The existence of social insurance in and social stability, regardless of eco- 
England was not the only difference be- — nomic efficiency, can be made a st! . 
tween the two countries. one. An optimistic Marxist should ! 
ee ye a ee ae we lieve the contrary trend an inevita 

Oe eee a ee one leading to the destruction ot 

Thus far the studies considered have _ talism. Those who share the author Son 
been primarily analytical; we have re- __ indignation over the facts of the “ 
viewed them at some length. We turn _ stitution of directing boards and st 
now to those books whose authors are ownership will perhaps share her 
12Abraham Epstein, Jnsecurity. A Challenge to 13 Anna Rochester, Rulers of America. A Stud) Cin | 
{merica. New York: Harrison Smith and Robert Finance Capital. New York: International Publishes Mf 
Haas, 1936. 821 pp. $4 1936. 367 pp. $3.50. ' 
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lief that a revolutionary crisis 


at some future date when 
idarity will be able to over- 
talism (p. 306). Others will 
| a reason either to desire or 
in the inevitability of pur- 
ial change. 
Uwn America,'* edited by 
\gar and Allen Tate, is a series 
; in support of subsistence farm- 
the small producer. Let the 
nfess that he has much 
with the idea of a state com- 
these essayists would have it. 
k did little to further his 
or the project or convince 
David Cushman 
Fallacy of 


‘asi bility. 
pens with ‘The 
luction.”’ Internal economies 
ibes as those occurring within 


] 


lual shop and external ones as 
ing in the purchase of mate- 
arketing. Internal economies 
defined as those associated 
size of the individual plant 
nal economies with the size 
lustry, available to all firms 
of their individual size. Mr. 
that only internal econ- 
lefines them, are real, and 
are available to small as well 
ictories. External economies 
extortionate and accessible 
‘strong enough to operate a 
From this he concludes 
‘— ucers are as efficient as 
. His bold assertion that in- 
nomies, however defined, are 
iilable to large or small firms 
ord with generally accepted 


essays are included on the 
nstitutional change, Federal 


Allen Tate., editors. Who 

and | New York: Hought 
342 pp. $3. | 
A World Pr oduction Order. New 


. 


incorporation, and regional 
Andrew Lytle writes in 


including a one and 


laws for 
governments. 
praise of rural life, 
a half page panegyric description of the 
awakening of a farmer. *‘ By degrees the 
darkness lifts from the closed lids; light 
sinks through to the pupil; gently, with 
never a jarring, it stirs the blood, warns 
the senses that rest must end. As yet 
the mind still sleeps. Nature is like a 
passionate but no rude lover”’ (p. 245). 
In contrast, John Donald Wade pre- 
rather well the charms of small- 
concluding essay, 


plea for 


sents 
town life. In the 
Hilaire Belloc generalizes 
individual ownership and control of 
tangible property by at least much of 
the population. 

Two writers favoring international 
affairs find 
from the 


coordination in economic 
present difficulties to arise 
decline of competition and from price- 
fixing. Dr. F. M. Wibaut sees a solution 
in socialization and an — of 
productive resources to secure their full 
utilization and minimum costs.” ‘The 
imputation of conscious purposiveness 
to ordinary historical developments, 
so frequent among critics of ¢ ro alism, 
is found in the definition of ‘‘the dis- 
possessed”’ as “‘those who were pate? 
a share in property”’ (p. 24 
Giuseppe de Michelis wants 
ylanning on corporative lines. 


inter- 
16 


national { 
more 


, 
His projects are consider ‘ably 
Wibaut, and 


10us f the 


specific than those of Dr. 


a reader is acutely cons 
losses to some nations which will occur 
when, under any scheme, 
are divided and population distributed. 
Contrary to the views of Dr. Wibaut 


property 


raw materials 


the maintenance of private 
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and initiative is to be permitted, with 
the collective interest dominating. 

A reader should not be content with 
one or two books on new economic 
orders, since alternative proposals of 
contrary implications may prove 
equally attractive. Persuasive writing, 
the assumption of a few major prem- 
ises, and a tacit reliance upon future 
bodies to solve such problems as are 
admitted, can make any structure seem 
feasible and efficient, if not beneficial 
to all interests. Again, one must guard 
against being led by the sympathetic 
treatment of our social problems into 
the belief that a new system proposed 
really is a solution. 

Miss Mary Van Kleeck, for instance, 
seems to slip too easily from Wesley 
Mitchell’s characterization of cycles as 
phenomena of a money and profit 
economy to a statement that the con- 
flicts of creators and possessors are 
responsible for our troubles.” The 
mere wording makes curbs on possessors 
or their abolition seem desirable and 
beneficial. Successive chapters on crime, 
race problems, social work, scientific 
management, and trade unions present 
the views of an observant woman, 
keenly aware of human distress wher- 
ever she finds it, and sympathetic to 
the amelioration of social evils. But her 
assurance that through united workers’ 
action will come improvement ex- 
presses faith rather than a reasoned 
conclusion. 

In The Commonwealth of Industry, 
Benjamin A. Javits appeals for an 
opportunity for industry to organize 
into trade associations and super-trade 


18 


associations. If business is given respon- 
sibility, it can assure the economy of 
abundance. But this too is an expres- 
17 Mary Van Kleeck, Creative America. Its Resources 
for Social Security. New York: Covici, Friede, 1936. 
353 pp. $3.00. 


}enjamin A. Javits, The Commonwealth of Industry. 


122 Harvard Business ‘Review 


sion of faith, not only in the feasjbjij; 
of planning but in the integrity of th 





given great powers which could be yse¢ 


for individual gain. Mordecai Ezekiel’ 


$2500 a Year" proposes coordinated 


programs of expansion prepared 
business, labor, and government 


made effective by voluntary adjust. 


ment contracts between individy: 


business concerns and the governmen: 


p. 160). It is admitted that disagr 
ments might arise in the allocati 


quotas and some firms might not par- 


ticipate. The belief is, however, 
under such a system rapid expansi 
toward full production would be ; 
sible. The device is similar to that 
the old AAA, except that its avow 
purpose is abundance, not scarcity. 
Our recent literature of diagnosis ar 
remedy suggests all conceivable ty; 
of changes in our economic struct 


with varying degrees of government 


activity. Perhaps it is unimaginative 
prefer the analytical studies to 


ambitious schemes for new systems 


But even if one acquiesces in a project 


involving a loss of material self-inter- 


est, either individual or national, great 


problems remain. Those who prop 


complete changes in our system seem t 
have stopped short of the ultimat 


coordination necessary for a success! 
planned economy. Individual choices 
consumption goods and occupati 


mNer 


would at least complicate any genera 


budget of production. The loss 


individual rights would probably not! 


limited to material possessions. 


Michael T. Florinsky has shown t! 


implications of planning and the p 
ical control associated with it in 
of the European countries w! 


avowed direction of economic activit 


} 


The Separation of Industry and the State. New 
Harper & Brothers, 1936. 229 pp. $3.00. 

19 Mordecai Ezekiel, $2500 a Year. New Y 
court, Brace and Co., 1936. 328 pp. $2.50. 
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1.20 His dispassionate study 
ent introduction to Fascism 
it should be a useful 

se who would plan exten- 
Except for those wishing 
small economic units, the 
quire a greater dependence 
ind honesty than does our 
tem. The human fallibility 
in our current difficulties 
ercome if greater problems 
ise in a planned structure. 

r cooperation in the social 
Dr. Adolf Lowe, as ex- 
Economics and Sociology,”? 
ints the way to improved 
which more intelligent fu- 
can be taken. Those who 
short of a demand for a 
ange in the economic struc- 
fairly well agreed on the 
rtance of new enterprise 
ment. Dr. Lowe’s views are 
pertinent here. The realis- 
theory of a dynamic world 
more accurate sociological 
than that of the economic 
mists are becoming increas- 


re that individual action is 


a variety of forces, and 
recent prognosis has failed 
the impossibility of predict- 
human action in response to 
f circumstances. Whatever 
gist or social psychologist 
ter explaining action in eco- 
ky, Fascism and National Social- 


The Macmillan Company, 1936. 


nomic affairs will be most welcome. 
The more aware we become that man 
is responsive to many forces, the more 
realistic our analysis will become. 

In an article in the last issue of the 
Harvard Business Review 
Sumner Slichter noted that most of 
the planners went so far as to provide 
for budgeted production, with an 
implied control of consumption. Short 
of that the only feasible procedure is 
to encourage enterprise in depressions 


Pro Tess iT 


and limit expansion in booms. The 
reviewer is in complete agreement with 
the conclusion on the impracticability 
of a middle position. Some of the books 
of diagnosis included in the first part of 
this review contribute to an under- 
standing of the impediments to enter- 
prise. The remedies called for by the 
diagnoses are self-evident, though they 
are frequently negative and not pro- 
ductive of Other 
books provide valuable studies of as- 


immediate results. 
pects of our economic structure which 
can be modified without radical changes 
in it. But the creators of new worlds 
reviewed here, those who assume the 
diagnosis, concentrate on the remedy, 
and present their new organizations in 
capital letters, have not been sufh- 
ciently frank or penetrating to ask for 
the complete control required for suc- 
cess. And only when the full complexity 
and implications of the proposals are 
recognized can we judge them. 
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